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VALUATION AND OTHER PROBLEMS 
CONNECTED WITH THE STUDY OF 
CORPORATE PROFITS 


Ravpu C. Epstein 


I 
Ti FIRST QUESTION which an investi- 


gator faces in attempting to measure 

the net return on capital is, of course, 
one of definition. What is meant by net re- 
turn? What is meant by capital investment 
and by what balance sheet figures shall it 
be measured? 

In determining the investment base, sev- 
eral alternatives immediately occur to 
either the accountant or the economist. To- 
tal assets is one possibility. Total assets 
less intangibles is another. The sum of all 
items of corporate capital structure— 
bonded debt, capital stock, and surplus and 
undivided profits—is a third. Still a fourth 
base might be the sum of capital stock and 
surplus, without the inclusion of funded 
debt. 

Which base one chooses depends largely 
on the purpose of the investigation. If one 
were interested mainly in a comparison of 
earnings rates in enterprises of different 
sizes, he might well, under certain condi- 
tions, select total assets as his yardstick. If 
he were interested in the return on “social” 
in contrast with “acquisitive” capital, he 
might well take total assets less intangibles 
where it could not be demonstrated that the 
intangibles represented something besides 
a mere bookkeeping entry or a monopoly 
advantage fortuitously acquired. If, how- 
ever, the investigator’s purpose were prin- 
cipally to ascertain what the return to 
investors in one industry or one set of cor- 


porations were as compared with another, 
he would select either net worth plus bonded 
debt or simply stockholders’ equity. 

If he chose total assets as the base, I 
think there is no question that his income 
figure ought then to include all profit be- 
fore fixed charges on funded debt, for the 
property acquired through the flotation of 
that debt is a part of the capital of the 
business. And obviously, if the base selected 
is total capitalization including funded 
debt, the income item should be taken before 
charges. This ratio—income before charges 
as a percentage of capitalization including 
both funded debt and. surplus—affords 
theoretically perhaps the best single meas- 
urement of the rate of return on capital for 
most purposes. If bonded debt is small as 
is the case with most industrial companies, 
however, then the ratio in question differs 
little from that of net income after charges 
to capitalization excluding funded debt; 
and this is the measure which I have most 
frequently employed. It has, I think, some 
definite superiority over the ratio of net 
income to total assets. To be sure, total as- 
sets include items not reflected in capitaliza- 
tion, and these items in a sense represent 
capital actually employed in the business. 
The assets reflected by such a liability item 
as “Notes Payable,” for example, consti- 
tute working capital as truly as does the 
capital which owes its existence to an orig- 
inal contribution by shareholders. Never- 
theless, such items are no part of the invest- 
ment made by the shareholders, that is, by 
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the owners of the business themselves. More- 
over, in measuring the return on invested 
capital, it must be remembered that in a 
composite balance sheet for all enterprises, 
“Notes Payable” and “Notes Receivable,” 
or “Accounts Payable” and “Accounts Re- 
ceivable,” cancel. For these and other rea- 
sons, total assets seem to me to constitute a 
much less realistic rate base, in any study of 
the earning power of different industries, 
than does capitalization or net worth. 

Suppose, however, that one selects the 
sum of all classes of capital stock, surplus 
and undivided profits as his investment fig- 
ure, which is what I have done principally 
in studies based upon an investigation re- 
cently made for the Department of Com- 
merce. He is still confronted with the dif- 
ficult problem of determining what the fig- 
ures mean. Tio what extent do they signify 
investment in the sense of bona fide con- 
tribution of actual funds by security hold- 
ers? With all its precision, accounting is a 
marvellously flexible technique; and this 
flexibility makes it possible for one com- 
pany to carry either its tangible or intan- 
gible items upon a conservative, and for 
another company to carry them upon an 
extravagant, basis. Because of the fact that 
the “value” of any enterprise, in any exact 
sense, is an impossible thing to determine, 
the widest variations of policy are, of 
course, possible on the part of individual 
corporations. As George O. May once strik- 
ingly expressed it: 

“Capital assets may be stated on the 
basis of cost or on the basis of a valuation. 
It may be a pre-war or a post-war basis. 
The cost may be a cost in cash or a cost in 
securities. If the latter, it may be a legal 
cost measured by a par value of a grossly 
inflated stock issue if the corporation was 
formed early in the century, or it may be 
greatly understated if the assets were ac- 
quired by a recent issue of stock without 
common [i.e. par] value.”* 

For these reasons, some accountants, 
economists and business men have held that 


* Journal of the American Statistical Association 
(December 1929), p. 444. 


no generalized studies of profit ratios could 
ever yield valid results. The heterogeneity 
of the materials out of which average fig 
ures must be built, they assert, is too great 
to permit any valid comparisons or conely- 
sions. This, I think, represents an extreme 
and unwarrantedly pessimistic view; and] 
should like to discuss the possible extent 
to which arbitrary, indeed even sometimes 
capricious, variations in valuation policy 
do affect the compilation of mass figures 
and general averages. 

Obviously, my time does not permit an 
exhaustive discussion. I shall fasten atten- 
tion upon the two principal questions: first, 
the matter of intangibles such as goodwill 
and patents; second, the valuation of fixed 
assets such as plant and equipment. I limit 
the discussion to the industrial, as dis- 
tinguished from the public utility, railroad 
or financial field, and I further limit the 
question entirely to the extent to which 
arbitrary valuation policies on the part of 
individual corporations affect general 
studies of the return on capital in different 
trades. In other words, our interest in the 
individual company is simply in its relation 
to, or its effect upon, a general picture. 


II 

Take first the matter of goodwill and pat- 
ents. The extent to which these items may 
legitimately be capitalized is, of course, a 
moot question. (The economists have, on 
the whole, been more willing to approve 
their admission to the category of invested 
capital than have the accountants.) While 
no rule can be laid down, I incline to the 
opinion that accountants have in general 
been too ready to call such items capital 
and economists have been too unwilling to 
do so. Certainly in the case of a publishing 
house, for example, the copyrights to manu- 
script represent as large an investment and 
as substantial a cost in the economic sense 
as do the actual plates or lines of type. 
But waiving this aside, let us for the sake 
of argument assume that goodwill and 
patent accounts either are not justified or 
are always to be looked upon askance by 
the investigator seeking to determine profit 
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rates of different industries. If so, how 
greatly does their presence affect the final 
figure? 

In manufacturing industry the answer 
is, very slightly. For 2,046 manufacturing 
corporations studied in the Government in- 
vestigation to which I have referred, total 


capitalization (excluding bonded debt 
which was relatively very small) amounted 
to 21 billion dollars. Aggregate patents and 
goodwill for these companies, however, were 
only about a billion dollars, or slightly un- 
der five per cent.* The net income for these 
2,046 corporations in that year was 214 
billions, equal to 12.1 per cent upon capi- 
talization. Adopting the extreme assump- 
tion that none of the $1,024,910,000 of 
patents and goodwill was justified, i.e., rep- 
resented investment, we may ask how the 
rate of net income to capitalization would 
have been changed by the complete exclu- 
sion of the patent and goodwill item. Sub- 
tracting, then, this billion dollars of good- 
will and patents from the 21 billions of capi- 
talization and relating the net income to 
the new and smaller capitalization figure, 
we obtain an earnings rate of 12.8 per cent 
instead of 12.1 per cent—-scarcely a fatal 
discrepancy. 

It may be of interest to summarize the 
facts as to the presence of patents and 
goodwill in the different industrial groups 
into which manufacturing industry can be 
divided. Of 73 such individual industries or 
groups, for example, Bakery Products, 
Package Foods, Meat Packing, Men’s 
Clothing, Castings and Forgings, etc., only 
16 industrial groups show patent and good- 
will accounts which run to more than 10 
per cent of capitalization; 17 groups show 
five to nine per cent; and 35 show under 
five per cent. Even in some of the eight 
groups which show intangibles of 20 per 
cent or more, the earnings rate upon capi- 
tal would not be strikingly altered if one 
denied the validity of as much as one-half 
the intangibles in question. Our conclusion 
then is that the commonly expressed fear 


* These figures are both for the year 1925, which 
was one of the years for which complete data as to 
these intangibles could be compiled. 
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that the presence of patent and goodwill 
items vitiates book figures for invested capi- 
tal is not justified when data are compiled 
in large enough samples by industrial 
groups. 


Ill 


But similiar skepticism is often expressed 
with respect to the valuation of fixed assets. 
Just because, in the case of any individual 
corporation, assets may be stated upon a 
cost basis or upon the basis of an appraisal, 
it is often believed that no valid general 
figures can be developed. 

I know of no comprehensive data which 
bear on this point so definitively as do the 
figures which I have just cited in connec- 
tion with the problem of goodwill and pat- 
ents; but rather careful observation and re- 
flection have led me to form some opinions 
as to the probable limits of the deficiencies 
in the data upon plant and property ac- 
counts. We may reiterate our admission 
that if any one company is taken, the figure 
at which fixed assets are valued may in no 
way correspond with the investment actual- 
ly made, or with that investment less nor- 
mal physical depreciation. I do not say that 
the figure may not represent the “value” 
of the plant, putting the word value in 
quotation marks. The value of a factory 
as of a given date is a controversial eco- 
nomic, legal and accounting matter on the 
discussion of which I do not here wish to 
enter. For purposes of our immediate in- 
quiry, we may assume that original cost 
less depreciation is a norm, upon which, did 
all corporations so carry their fixed assets, 
the return on invested capital could be sat- 
isfactorily determined. But all companies 
do not do this and again the question is: 
to what extent are extreme variations from 
such a policy likely to distort the compiled 
figures for different industries? 

Beyond question many small companies 
overvalue their property accounts (for 
present purposes I use the term “over- 
value” to mean carrying assets at more 
than cost). On the other hand, a number 
of large companies are quite conservative 
in their charges to depreciation, obsoles- 
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cence and other reserves. The General Elec- 
tric Company, for example, at the end of 
1928 showed the value of its manufacturing 
property as 48 millions net, whereas these 
same properties cost 206 millions. The dif- 
ference between these two figures was rep- 
resented by a composite account called 
“general plant reserve and depreciation” in 
which the balance was 158 million dollars. 
In the published income account no separa- 
tion between the item of depreciation and 
the charge to general plant reserve is made, 
but it is a well-known fact that the total 
charge is substantially in excess of normal 
physical depreciation rates. Such charges 
may well be justified for as the General 
Electric Company’s 1926 report states: 
“Normal depreciation on buildings and 
equipment is based upon the estimated aver- 
age effective life of each unit. It does not 
take into consideration the rapid obsoles- 
cence of plants and machinery in a rapidly 
developing industry like ours. The value of 
a plant, therefore, cannot safely be deter- 
mined by first cost nor by appraisal on the 
basis of reproduction cost less normal de- 
preciation.” 

In the case of General Electric or any 
other company, of course, the reserve 
strength with which to meet unpredictable 
losses suffered on machinery and equipment 
because of changing industrial conditions 
could be accumulated without specific 
charges to a general plant reserve. A large 
proportion of net income could simply be 
retained in the business as a part of the 
general surplus account. But such a pro- 
cedure would imply that the amount in 
question were a part of profits rather than 
an expense. Most stockholders thus would 
regard the business as being more prosper- 
ous and might exert pressure for larger 
dividends. The General Electric Company’s 
philosophy is that larger dividends are not 
justified, since the final determination of 
what net income actually has been earned 
in any one year cannot be made until the ex- 
perience of other years shows what has been 
the rate of plant and equipment obsoles- 
cence in the earlier year. 

But whether justified or not, such prac- 


tices are not usual. On the extreme ass 
tion that one-half of the General Electric 
Company’s total charge to depreciation 
and general plant reserve represents the 
charge for obsolescence and contingencies 
—and this assumption is more extreme than 
certain known figures warrant—we may ar- 
bitrarily revise the capitalization figure as 
shown by the books, and increase it by one- 
half of the accumulated plant and deprecia- 
tion reserve, as of the end of each of the five 
years 1928-28. We may tlen relate the Com- 
pany’s net income figures to the book capi- 
talization figures and to our hypothetical, 
arbitrarily increased capitalization figures 
respectively. The results are that in 1928, 
for example, the first earnings rate is 12.2 
and the second 11.4; in 1926, the first fig- 
ure is 15.2, the second 14.0; and in 1928, 
the first figure is 15.9, the second figure, 
14.0. Thus conservatism in valuing fixed 
assets results in a somewhat higher rate of 
return being shown upon capital than it 
would upon the less conservative one. 

But taking the General Electric Com- 
pany as an extreme example and assuming 
that in the electrical machinery industry 
there are three or four such companies, 
what would be the effect upon the compiled 
figures for the industry? In the study of 
manufacturing industry to which I have 
previously referred, 54 companies are 
found in the electrical machinery group. In 
the year 1928 their aggregate capitaliza- 
tion was 848 millions of dollars; their net 
income, 140 millions. If instead of one com- 
pany like General Electric in the industry, 
there had been two concerns of its size which 
had practiced the same policy, and were an 
arbitrary increase made in the capitaliza- 
tion figure for the group to remedy the as- 
sumed undercapitalization, then the return 
on capital for the industry would be re 
duced only from 15.8 to 14.2 per cent. And 
when it is remembered that some companies 
undervalue their fixed assets while others, in 
the same industries, overvalue them, it is 
seen that the margin of error involved 
might be even less than that just mentioned. 
This does not assume that the two sets of 
errors are obliging enough exactly to cancel 
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each other. But considerations of the sort 
just reviewed do lead us to the conclusion 
that if the samples are large enough, vary- 
ing policies of valuation between different 
individual corporations need not necessarily 
impugn the validity of the resulting ratios 
for different industries and groups. 


IV 

A different and more knotty type of 
problem which I wish to mention is that of 
the treatment of corporations which have 
accumulated not unusually large or small 
surplus or reserve accounts, but actual 
deficits in capitalization. As is well known 
in any one year a substantial proportion of 
all industrial companies fails to earn net 
incomes. But some of these enterprises re- 
peat their losses from year to year, and in 
time thus come not only to have no surplus- 
es but to impair their original capitaliza- 
tions. And if the rate base for the computa- 
tion of the return on capital is capitaliza- 
tion or net worth, any substantial deficit 
in capital account raises a crucial question. 
One might, of course, say that the calcula- 
tion of net worth still requires the summa- 
tion of the same items as before, and that 
the capital figure is the original capital 
stock less the amount of accumulated deficit 
or “negative surplus.” There is no gain- 
saying that such a figure does represent 
the amount of invested capital belonging to 
the owners of the business; and when the 
amount of the accumulated deficit is rela- 
tively small, its subtraction from the orig- 
inal capitalization figure in this manner 
may give a fairly satisfactory result. The 
case is far different, however, when the capi- 
tal deficit is large. To illustrate sharply 
what an absurd result can be obtained by 
following the rule for computing net worth, 
I cite an actual case, disguising the figures 
slightly so as to treat the corporation 
anonymously. A small industrial began 
business with an original capitalization of 
$150,000. It sustained losses for several 
years and finally the sum of its accumu- 
lated deficit was $148,000. Subtracting the 
deficit from the capital stock, there was ob- 
tained a figure of $2,000 for the stock- 
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holders’ remaining investment in the busi- 
ness. During the year in question, however, 
the company’s affairs took a slight turn for 
the better and a net profit of $1,000 was 
earned. Applied to the $2,000 investment 
base, this appears as a 50 per cent return 
—obviously a ridiculous figure. For al- 
though the stockholders’ equity in the cor- 
poration may be only $2,000, far more than 
that amount of capital was invested in the 
business. It merely is not owned any longer 
by the stockholders; it would go, should 
the enterprise be liquidated, to the credi- 
tors. In no sense, at any rate, was a 50 
per cent profit earned upon investment. 

The figures which have just been cited 
represent an extreme case, but substantial 
deficits in capital account are quite com- 
mon among the smaller companies. Out of 
1,650 small manufacturing corporations 
studied (about that number was included in 
the sample in each year, 1924-28) approxi- 
mately 100 companies each year showed 
accumulated deficits. In other words, if 
these samples are at all typical, six per 
cent of the small manufacturing corpora- 
tions of the country, even in prosperous 
years, show some impairment of their orig- 
inal invested capital. Such deficits range 
from over 100 per cent of the original capi- 
talization down to less than 10 per cent. 
Roughly half of these companies have def- 
icits of over 20 per cent. In treating such 
companies statistically, therefore, the line 
was arbitrarily drawn at 20 per cent. Com- 
panies with accumulated deficits of 20 per 
cent or more were excluded from the cal- 
culations, while corporations with less than 
20 per cent deficits were retained and the 
amount of the deficit was subtracted from 
the total capital stock. 

The retention of companies with deficits 
of less than 20 per cent did not seriously 
distort the calculations of average earnings 
rates. But it must be admitted that the ex- 
clusion of corporations with deficits of over 
20 per cent is open to objection. It means 
that one throws out of his calculations cer- 
tain companies which may only temporarily 
have lost money through the abandonment 
of unprofitable processes or equipment. 


sump- 
ectrie 
lation 
the 
encies 
> than 
Ly ar- 
a q 4 
recia- | 
e five | 
Com- 
capi- 
tical, | 
yures 
1923, 
122 
t fig- 
928, 
cure, 
fixed 
te of 
an it 
on- 3 
ming 
istry 
nies, 
piled 
y of 
have 
are 3 
In 
liza- | 
net 
om- 
hich 
e an 
liza- 
as- 
urn 
re- 
nd 
nies 
8, in 
t 18 
lved 
s of 3 
cel | 


98 The Accounting Review 


Such companies may undertake activities 
of another sort which prove profitable, and 
may therefore not only remain in business 
but eventually become successful. Yet I 
know of no very satisfactory way to com- 
pute capitalization or net worth in cases 
such as these for purposes of determining 
the net return upon investment. Certainly 
the ordinary accounting definition for net 
worth will not serve. Certainly one may not 
take total assets and call the return on 
them the rate of profit received by the own- 
ers of the business. And certainly one may 
not say that the business shows a loss on 
capital for the current period, when it ac- 
tually shows an excess of revenues over all 
current charges. To treat such cases 
soundly in theory and to avoid grotesque 
results in practice would require that the 
record of several years of the corporation’s 
history be available, and even then the 
problem of determining what formula could 
be used, so as to provide for the restora- 
tion of the impaired capital before the com- 
putation of a valid profit rate on stock- 
holders’ capital, would not be simple. 


I have reviewed, in a rambling sort of 
way, several of the quasi-accounting prob- 
lems which are encountered by the investi- 
gator who attempts any comprehensive 
study of the return on capital in different 
industries. I have not meant to be pes- 
simistic in dwelling on the difficulties con- 


nected with such studies. Rather, much of 
my discussion has implied that many of 
these difficulties, while real, are not so great 
as seriously to invalidate one’s results sta- 
tistically if he has large enough samples 
and if he is able to check upon the margins 
of error by which his results may ke 
bounded. The degree to which such checks 
are possible, however, varies almost directly 
with the frankness of corporation account- 
ing. If charges to depreciation are not sepa- 
rated from charges to other reserves, if re- 
valuations of plant and equipment are not 
explained in detail in the annual report, 
then the task of making allowances for 
conservatism or extravagance in estimating 
such margins of error is intensified. It is 
as much to the advantage of accountants 
as to that of statisticians and economists 
to see reliable data developed upon the earn- 
ing power of different industries and trades. 
Such information should rest upon ade- 
quate samples and should be available cur- 
rently. The greater the extent to which the 
accountant can persuade his corporation 
clients to release such data in frank and full 
detail, the easier will become the problems 
of the student of financial and operating 
ratios. And it almost goes without saying 
that the development of such comprehensive 
information annually or semi-annually, by 
industries, is a fundamental prerequisite 
to adequate studies of the flow of capital 
and income, and the expansion and con- 
traction of productive resources, in the dif- 
ferent industries of the country. 
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AUDITORS’ RESPONSIBILITIES TO 


THIRD PARTIES 


Davi HIMMELBLAU 


UCH OF THE DIFFICULTY arising in a 
M discussion of the auditor’s liabili- 
ties to third parties is the lack of a 
mutual understanding as to what we have 
in mind by the terms “auditor” and “third 
parties.” In order that you may understand 
what I have in mind, I shall first state the 
meaning I give these terms. 

1. Third Parties—The phrase “third 
parties” refers to anyone other than the 
auditor and his client, the two parties who 
have agreed between themselves as to the 
scope of the work to be done in a specific 
case. It includes the stockholders when ex- 
amining the certified accounts of their cor- 
poration; credit men and others when ex- 
amining the auditor’s statement on a given 
concern as a basis for granting credit to it; 
courts and other governmental officials 
when examining certified statements pur- 
porting to set forth certain facts produced 
as evidence. 

2. Auditor—The term “auditor” is used 
as the equivalent of a public accountant. 
The Illinois Public Accountant Law of 
1927 uses the following definition: 


That for the purposes of this Act a public 
accountant is one who serves or offers to serve 
the public generally in: 

(1) Performing audits or preparing finan- 
cial statements for municipal corporations, 
public utilities, banks, building and loan as- 
sociations, trust estates (except when em- 
ployed by the cestui que trust), insurance com- 
panies, and charitable organizations which re- 
_ and dispense funds donated by the pub- 
ic, 

(2) Preparing or vouching for the accu- 
racy of financial statements or any business, 
knowing that such statements are to be used, 
(a) For the information of stockholders, or 
inactive or silent partners in such business, (b) 
As an inducement to any person to invest in or 
extend credit to such business, or (c) For 
filing in the office of the Secretary of State 
under the provisions of “The Illinois Securi- 
ties Law.” 


For our purposes anyone who qualifies un- 
der this law will be referred to as an au- 
ditor. 

Briefly then, we will discuss the respon- 
sibilities of the auditor to parties who (a) 
had nothing to do with arranging for the 
audit, (b) who do not know the scope of 
the work agreed upon between the auditor 
and the client and (c) who do not pay the 
bill. 

A study of the misunderstandings which 
have arisen in the past brings to the front 
the unescapable fact that the third party 
has little or no conception of the scope of 
the verification made by the auditor. To my 
mind this is the crux of the problem. We 
face the question, how can such misunder- 
standings be eliminated? Personally, I see 
only one solution, viz.— 


(1) that the services performed by auditors 
be classified in a few basic groups. 

(2) that each classification describe clearly 
(a) what work has been done, (b) what work 
has not been done, (c) what objectives have 
been accomplished and (d) what objectives 
have not been accomplished by an audit com- 
ing under each classification. 

(8) that such classification be circulated 
among those coming under our description of 
third parties so that these third parties may 
be thoroughly acquainted with the classifica- 
tion. 


If auditors and third parties agree on 
a classification misunderstandings are 
avoided because the auditor can readily 
state within which classification a particu- 
lar financial statement falls; the third 
party can quickly satisfy himself as to 
whether such a financial statement serves 
his immediate purpose and if it does not, he 
can ask for a specific modification. 

Such classification has another impor- 
tant advantage. It eliminates the confusion 
arising from the use of numerous unex- 
plained terms such as: balance sheet audit, 
detailed audit, complete audit, standard 
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unit, limited audit, book audit, general ex- 
amination, investigation; and some new 
ones brought forward this year: business 
audit and stockholders audit. Where can 
we look for an authoritative statement of 
the differences between these terms? 

Briefly then, my suggestion as to how to 
minimize misunderstandings between the 
auditor and third parties is to (1) classify 
the services performed by auditors, (2) de- 
scribe the work done under each classifica- 
tion, (8) circularize the classification 
among third parties and (4) have each 
certified statement state the classification 
upon which it is based. 

Perhaps it may be of interest to illus- 
trate briefly just what is meant by a classi- 
fication of services and to outline briefly a 
few of the more important ones. 

(1) One classification could be a balance 
sheet audit. The work done under this title 
is already outlined in the pamphlet “Prepa- 
ration of Financial Statements” dated 
May, 1929, which was prepared by a com- 
mittee of the American Institute of Ac- 
countants and approved by the Federal 
Reserve Board. If the auditor sees fit to 
omit any important phase of the work re- 
quired under this pamphlet, he could readily 
so state in his certificate; likewise, if he 
sees fit to add anything not required by 
this pamphlet he could so state in his cer- 
tificate. A third party examining a state- 
ment based on this classification knows 
whether it serves his purpose. If he does 
not know the scope of the audit, he can 
look it up in an authoritative document. 
Consequently, there will not be any misun- 
derstanding between the auditor and the 
third party. 

(2) Another class of work done I shall 
refer to as a detailed audit. This covers 
not only the balance sheet but also the 
statement of profits and all transactions 
for the period under review. At the present 
time we do not have a published pamphlet 
which states the scope of work to be done 
under a so-called detailed audit. If we did 
have such a pamphlet there could be no mis- 
understanding between the auditor and 
third parties as to the scope of the audi- 
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tor’s work in connection with a financial 
statement based on this classification. 

(3) Probably the most common type of 
work done at the present time may be re 
ferred to as a test audit. This is midway 
between the balance sheet audit at one ex- 
treme and the detailed audit at the other. 
Its basic difference lies in the fact that the 
auditor performs enough detailed verifica- 
tion to satisfy himself that the statements 
and transactions are substantially correct, 
but he does not verify all transactions. Ex- 
cept where fiduciary accountability is the 
objective, the test audit covers the require- 
ments of third parties. But the point I am 
trying to emphasize is that the third parties 
should know when they examine a financial 
statement whether it is based on a test 
audit, a detailed audit, or a balance sheet 
audit. 

(4) There are other classes of account- 
ancy services which I will not attempt to 
describe, namely, the cash audit, the pay- 
roll audit, examination in connection with 
financing, etc. 

The auditors’ responsibilities to their 
clients have been clearly defined, namely: 


(a) “a duty growing out of contract to make 
their certificate with the care and caution 
proper to their calling” and (b) “‘a duty im- 
posed by law to make it without fraud.” Ina 
word, the accountant must, as a positive duty, 
exercise due care and professional skill; and 
his certificate must be free from the taint of 
fraud which “includes the pretense of knowl- 
edge when knowledge there is none.” 


The auditor’s responsibilities to third 
parties cannot be stated so briefly. To in- 
dicate my views as to the extent of the 
auditor’s responsibilities, I shall discuss 
some of the situations causing criticism of 
the auditor: 


1. THE BALANCE SHEET 


In the case of a certified balance sheet 
the auditor makes two basic representa 
tions, first, that all essential facts are 
shown on the balance sheet and second, that 
all the facts there shown are substantially 
correct. Let us consider further just what 
is meant by these two statements. One of 
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the most common misunderstandings is a 
feeling that the auditor has not set out cer- 
tain facts which the aggrieved party be- 
lieves are essential. It is obvious that there 
can be no broad generalization as to what 
is or what is not essential in a given case. 

One test that can be readily applied is 
the monetary amount of an item. If the 
monetary amount is small in a given case 
it may be non-essential whereas the same 
item, if large, would be essential. 

In other situations a balance sheet may 
be so condensed that important points are 
lost sight of or a balance sheet can be so 
ecpanded that only an expert can pick out 
the important points from the mass of de- 
tail presented. 

Essential points usually set out by a 
financial statement are: 


(a) total current assets and total current 
liabilities so arranged as to permit calculation 
of working capital and ratio of current assets 
to current liabilities, 

(b) land, buildings, equipment, etc., clearly 
segregated from other assets, 

(c) reserves properly classified as between 
liabilities, deductions from related assets and 
appropriated surplus, 

(d) basis of valuing inventories and fixed 
properties clearly disclosed. 


Some facts expected by third parties 
which are never disclosed by a balance sheet 
are: 


(1) what the assets would bring at forced 
sale; 

(2) the market value per share of capital 
stock ; 

(3) the monetary amount for which the 
company will be liable under current litiga- 
tion. 


The auditor is sometimes criticized for 
failure to discover: 


(1) that the so-called patent asset is worth- 
less because others have prior claims; 

(2) that the legal title to real estate is de- 
fective ; 

(8) that client has pledged receivables or 
inventories although he signs a certificate that 
there are no liens; 

(4) that a receivable is fictitious. For in- 
stance, the so-called customer is in collusion 
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with client and OK’s the balance alleged to 
be owing. 


If third parties had a proper under- 
standing of auditors’ services they would 
appreciate that some of the foregoing 
points are never disclosed on the auditor’s 
statement because the auditor does not 
know what the facts are and hence cannot 
present them. 


2. STATEMENT OF PROFITS 


The statement of profits purports to set 
forth the results from operation for a busi- 
ness for a given period of time. Such a 
statement may be presented in considerable 
detail or in condensed form. The auditor’s 
certification is limited to one thing, viz.— 
that all the facts shown are substantially 
correct. Some of the facts expected by the 
third parties which the auditor does not 
show are: 


(1) the profits in the various departments 
of the business, 

(2) the profits on different products sold 
by the business, 

(3) detailed analysis of the factory, selling 
and general expenses, 

(4) salaries paid to important officials and 
profit sharing arrangements. 


Third parties oftentimes forget that the 
auditor has no legal power to decide the 
form in which the statement is to be pre- 
sented to stockholders, banks, etc. His sole 
responsibility is to make certain that the 
form adopted by the management does not 
misrepresent the facts. Consequently, if 
third parties are not satisfied with the 
amount of detail presented it is within their 
power and it is their duty to demand a more 
detailed statement, duly certified by the au- 
ditor. 

83. CERTIFIED EARNINGS 


The circulars issued by financial houses 
in connection with the sale of securities fre- 
quently fail to give a statement of profits. 
The phrasing used in a typical circular is: 


the average net profit for the past five years 
was $3,000,000 before interest, taxes and de- 
preciation. 
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What is the auditor’s responsibility as to 
such a statement? Usually it will be found 
that the $8,000,000 mentioned is a correct 
fact duly verified by audit. The financial 
house has failed to state specifically (a) the 
amount of interest, (b) the amount of de- 
preciation, (c) the amount of income taxes, 
etc. Should the auditor refuse to certifiy 
such a statement, unless the financial house 
details the interest, depreciation, and in- 
come taxes? That question is not an easy 
one to answer. In some cases it would be 
misleading to show the amount of interest 
actually paid during the years certified be- 
cause the interest to be paid during the 
ensuing year is considerably greater owing 
to the additional securities being issued. In 
some cases it is difficult to state the amount 
of income taxes because of litigation as to 
what is the actual tax liability of the com- 
pany. In some cases the amount of depre- 
ciation is extremely difficult to determine, 
not only because of differences in method 
of calculation but also difference of opin- 
ion as to whether the depreciation should 
be based on the cost of the properties or on 
the appraised value of the propérties which 
was used for financing purposes. That the 
matter is a serious one is obvious. 

Let me illustrate. In connection with the 
XYZ Company 6% bonds sold in 1928, the 


circular stated: 


The net earnings of the Company, available 
for interest, depreciation and federal taxes, as 
adjusted and certified by Blank & Blank, Ac- 
countants and Auditors, for the five years 
ended December 81, 1927 have averaged 
$812,288, or over 3.4 times maximum annual 
interest charges on this issue. 

For the full year (1928) earnings are esti- 
mated by the management in excess of 
$500,000 or over 2.7 times interest require- 
ments. 


Examining the circular it was noted that 
6% interest on the funded debt aggregated 
$270,000. The buildings, machinery and 
major equipment were stated on the balance 
sheet at $6,164,000. Figuring depreciation 
on buildings at 2% and on machinery at 
4% gives $181,928. Deducting interest and 
depreciation from earnings of $500,000 
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leaves a balance of $48,079 before income 
taxes. Briefly then, should the auditors have 
refused to certify to the average earnings 
without immediately deducting the interest 
charges, depreciation and income taxes? 
Had they done so the reader would have 
realized that the surplus earnings remain- 
ing after these charges were very small. 


4. FRAUD 


The auditor, of course, is responsible to 
third parties in the event he commits fraud, 
What is fraud is a matter for courts to de 
cide. A recent case may be of interest to 
you. One George E. Kidd was employed by 
Toombs & Daily. I quote from the opinion 
handed down by the presiding judge: 


To each of his reports he appended an u~ 
qualified certificate of the financial condition, 
The following is a copy in part of a typical 
certificate : 

“The usual verifications of cash were made: 
of cash on hand, and bank balances. The totals 
of First Mortgage Notes and Bonds were veri- 
fied by inspection and count, detailed lists of 
which are a part of the audit records.” 

To this certificate was signed the name of 
Kuester with whom Kidd had a nominal con- 
nection. That this device was intended to de- 
ceive and defraud the public is unquestioned. 

He intended to and did lead the public te 
believe that the audit was made by an im 
dependent auditor. Such was not the fact as 
Kuester had nothing to do with it and knew 
nothing of it. 

The certificate was absolutely false. 

The public accountant is recognized as an 
adjunct to business. His duty is to ascertain 
the truth and to tell it fearlessly. The report 
which he made, and which he knew was it 
tended to be relied upon by the investing pub 
lic, was composed of two elements: (1) that 
he made an audit of the company, and (2) 
that he affirmed the accuracy of the report. He 
accepted his responsibility. Purchasers of the 
stock had faith in his work and invested their 
capital and savings on the faith of his certif- 
cate. 

Under the circumstances in this case the 
court imposed a fine of $1,000 and six 
months in the county jail. 

Fortunately for third parties such cases 
are rare. 
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5. NEGLIGENCE 


Usually the misrepresentation is not due 
to fraud but to negligence. The distinction 
has been clearly set forth by Judge Cardozo 
in the Ultramares case. He stated: 


The defendants owed to their employer a 
duty imposed by law to make their certificate 
without fraud, and a duty growing out of con- 
tract to make it with the care and caution 
proper to their calling. Fraud includes the 
pretense of knowledge when knowledge there 
is none. 

To creditors and investors to whom the em- 
ployer exhibited the certificate, the defendants 
owed a like duty to make it without fraud, 
since there was notice in the circumstances of 
its making that the employer did not intend to 
keep it to himself. 

A different question develops when we ask 
whether they owed a duty to these to make it 
without negligence. If liability for negligence 
exists, a thoughtless slip or blunder, the fail- 
ure to detect a theft or forgery beneath the 
cover of deceptive entries, may expose ac- 
countants to a liability in an indeterminate 
amount for an indeterminate time to an in- 
determinate class... . 

Our holding does not emancipate account- 
ants from the consequences of fraud. It does 
not relieve them if their audit has been so 
negligent as to justify a finding that they had 
no genuine belief in its adequacy for this again 
is fraud. It does no more than say that if 
less than this is proved, if there has been 
neither reckless misstatement nor insincere 
profession of an opinion but only an honest 
blunder, the ensuing liability for negligence is 
one that is bounded by the contract and is to 
be enforced between the parties by whom the 
contract is to be made. We doubt whether the 
average business man receiving a certificate 
without paying for it and receiving it merely 
a8 one among a multitude of possible investors 
would look for anything more. 


In the Ultramares case Judge Cardozo 
held that the combination of (a) fictitious 
receivables, (b) inflated inventories, (c) 
error in accounts payable and (d) same 
receivables pledged at several banks con- 
stituted negligence and that the jury 
should decide whether it is gross negligence 
amounting to fraud. 
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6. MISREPRESENTATION BY CLIENT 


Another difficulty confronting the audi- 
tor is the client’s misuse of statements pre- 
pared by him. How to prevent this is an 
unsolved problem. Several illustrations will 
demonstrate what I have in mind: 

(a) Client publishes a balance sheet and 
states that the accounts have been audited 
by Blank & Blank but does not state that 
the certificate of Blank & Blank contains 
certain qualifications. Hence third parties 
believe that the published statement has 
been certified. Such a situation can be rem- 
edied only by persistent education of third 
parties to the effect that they should ac- 
cept no statement alleged to be certified 
unless the complete auditor’s certificate is 
appended to the statement. 

(b) Client publishes a condensed bal- 
ance sheet prepared from the auditor’s re- 
port. In this condensed balance sheet the 
client reclassifies the items as he wishes to 
show them instead of as the auditor shows 
them. Here again the auditor can assume 
no responsibility. The responsibility lies 
upon third parties to reject such condensed 
balance sheet and to insist upon the certi- 
fied balance sheet as submitted by the audi- 
tor to his client. 

(c) Chent publishes the balance sheet 
together with the income account but does 
not publish the surplus account. Against 
the surplus account are a number of 
charges which have a material bearing on 
the profits of prior years and in some cases 
affect the profits shown in the current in- 
come account. If the auditor has disclosed 
the existence of a statement showing 
changes in surplus he cannot be held re- 
sponsible for the client’s failure to pub- 
lish the surplus statement. The responsi- 
bility rests with the third parties to reject 
such statement if all of the accounts are not 
submitted. In that case it is a very simple 
matter for any third party to ascertain 
whether the income account covers all the 
transactions between the closing surplus of 
last year and the closing surplus of this 
year. 

(d) Comments in the president’s report. 
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In some cases the president’s report to the 
stockholders restates the year’s transac- 
tions in a manner which gives the casual 
reader an inaccurate impression. Since the 
auditor does not assume responsibility for 
the president’s report, it would seem that 
third parties, particularly stockholders, 
should take up such matters with the man- 
agement to the end that it will not be re- 
peated. It would seem that corporate of- 
ficials should be held to a greater degree of 
personal responsibility for the statements 
which they sign. In the Royal Mail case, the 
chairman of the corporation signed a state- 
ment which, while technically accurate, gave 
the impression that the corporation had 
made profits during certain years whereas 
as a matter of fact there had been actual 
losses. For this he received a sentence of one 
year in the penitentiary. This to my mind 
is the most effective method of eliminating 
misrepresentations by corporate officials. 

From my remarks you doubtless realize 
that the auditor can best carry out his 
responsibilities to third parties by removing 
the common misunderstandings. To this 
end I suggest: 


(1) Auditors should prepare a classification 
of accountancy services. 
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(2) Such classification should be approved 
by third parties. 

(8) Such classification shall be broadcast 
so that all third parties may become familiar 
with it. 

(4) Auditors should be required to state 
upon which classification a certified statement 
is based. 

(5) Third parties should not accept a state 
ment based upon an audit whose scope is in 
adequate for the purpose for which the state 
ment is used by them. 

(6) Third parties should assume more re 
sponsibility in enforcing the liability of audi- 
tors, officers and directors. 


These six steps will eliminate practically all 
misunderstandings and greatly assist the 
auditor in carrying out his responsibilities 
to third parties. 

The auditor is not a guarantor; he is not 
an insurer. To his client he is liable if he 
fails to use the ordinary care of his pro 
fession in the performance of his contract. 
To third parties he is liable only for such 
gross negligence as may be construed as 
fraud. However, if the auditor expects to 
stay in practice he must assume a moral re 
sponsibility far greater than his legal lia- 
bility. 
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ACCOUNTANCY FOR THE GENERAL 


BUSINESS STUDENT 


Smwney G. WINTER 


this association, held at St. Louis 

in 1926, the present writer sub- 
mitted a brief paper on Accounting In- 
struction at the University of Iowa. This 
was a small contribution to a general dis- 
cussion of accounting instructions. At that 
time, I attempted to summarize our teach- 
ing problems under two principal headings: 
those relating to the students majoring in 
accounting and those developing around the 
students whose major interest was in fields 
other than accounting. 

Today, six years later, I wish to make 
use of that same classification. In this 
paper dealing with the general business stu- 
dent, I am referring not alone to those stu- 
dents who, in a few institutions, are classi- 
fied as “general business,” but to all school 
of business or college of commerce students 
who are not specializing in accountancy. 
I have in mind the embryo bankers, sales- 
men, industrial engineers, personnel direc- 
tors, insurance representatives, advertising 
men, and others, those who are interested 
in understanding the results of the ac- 
countant’s work, not in producing these re- 
sults, 

In attempting to relate what is being 
done for the general business student in the 
field of accountancy or to hazard an opin- 
ion as to what should be done, one’s first 
problem is probably that of discovering 
the amount of time usually available for 
the work that is to be undertaken. At this 
point appears the first major difference 
among and between the various schools of 
business and colleges of commerce. We are 
all familiar with the fact that commerce 
schools of university grade have either two- 
year or four-year curricula. At first 
thought, one might expect to find as a re- 
sult of this sharp difference that the two 
groups are not comparable. A little reflec- 
tion will establish the fact that, in the case 
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of the general business student, this differ- 
ence is more apparent than real. So far as 
I am able to discover, non-accounting ma- 
jors are not expected to register for more 
than two years’ work in accountancy. Ob- 
viously this places the two-year colleges 
and the four-year colleges on a common 
ground as a point of departure. 

A second point worthy of attention is 
determining which of the usual four uni- 
versity years the general business student 
may most profitably devote to the study of 
accountancy. In the case of the four-year 
commerce course it is customary for all 
students, regardless of special interests, to 
register for courses in accountancy during 
the freshman and sophomore years. Usually 
this amounts to three hours per semester or 
its equivalent. A few institutions require 
five hours per semester for either three or 
four semesters. In a few schools, the general 
business student is required to complete 
only one year’s work in accountancy. This 
minimum may be either six or ten semester 
hours. The two-year colleges offer their 
work in the junior and senior years of the 
undergraduate period and, as a result of 
this, the student’s introduction to account- 
ancy often occurs in his junior year. In 
some of the two-year colleges, and the col- 
lege of commerce of the University of Iowa 
is a case in point, elementary accounting 
is presented in the sophomore year as @ 
pre-commerce course. As such it is taken 
primarily by sophomores who are tech- 
nically students of the college of liberal 
arts. At Iowa, the number of juniors reg- 
istering for this course has increased as a 
result of the rise of the junior colleges, 
many of which offer no work in account- 
ancy. It is probably safe to assume that 
this has been the experience in other two- 
year colleges of commerce, particularly in 
those drawing from areas in which the 
junior colleges are most numerous. 


adcast | 
> state | 
tement 
4 

State- 

is in- | 
state- 
ore 
f audi- 

lly all 
st. the 
vilities 

is not 

if he 
3 
tract. | 

such 

ed as 

ts to 

al re- | 
] lia- | 


106 


Thus far I have attempted to point out 
that the general business student is one in 
whom we wish to develop an appreciation 
of, and a desire to use accounting as ex- 
emplified in the work of the professional 
accountant; that this student is unlikely 
to devote more than ten or fifteen semester 
hours to the study of accountancy; and 
that his introduction to the work usually 
comes in the freshman, sophomore, or jun- 
ior year of his university career. It may not 
be amiss for me to offer one or two ob- 
servations as to the relative merits of each 
of these years as the time for beginning 
work in accountancy. It seems to me that 
there are only two questions which should 
be asked in attempting to fix the ideal time 
for presenting elementary accounting to 
the general business student: first, at what 
time is he best fitted to reach a maximum of 
both quantity and quality in his work; and 
second, at what time should he take this 
course in order to use his information most 
advantageously in other commerce courses? 
Most of us are probably in agreement with 
the statement that a knowledge of elemen- 
tary accounting is of benefit to the student 
in practically any other commerce course. 
"To me this is so obviously a fact that I am 
offering no elaboration of the statement. 
The answer to the second question alone 
would seem to be, therefore, that the general 
business student should receive his ele- 
mentary accounting at the earliest possible 
moment, hence, in his freshman year. The 
answer to the first question is not so easily 
found. The experience of any one teacher is 
likely to be extremely limited in connection 
with the three possibilities most frequently 
encountered. Individuals from certain in- 
stitutions know elementary accounting only 
as a freshman subject. A neighboring in- 
stitution has consistently offered the work 
in the second year. Many of the smaller 
and a few of the larger institutions present 
this part of their work in the junior year. 
Some of us in our wanderings have en- 
countered two of these alternatives and a 
few of us have experienced all three. I 
chance to be in the last mentioned group 
though I confess freely that my experience 
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with elementary accounting as a junior sub 
ject is very limited and that my fullest ex. 
perence in this matter has come from my 
residence at the University of Iowa, where, 
as I have already indicated, elementary ag 
counting is offered in the sophomore year, 
I mention this in order that you may have 
some idea of the background which prompts 
the following statements. I believe that 
there is almost no similarity in either the 
quality or the quantity of the work which 
can be done by university freshmen on on 
hand and university juniors on the other, 
Too often, impressed by their sophomoric 
foibles, we classify all undergraduates as 
immature without giving due weight to va- 
riations in the degree of immaturity. Per 
haps the foibles are so much more obvious 
than the increasing maturity! The junior 
is definitely a member of a group which has 
benefited from the weeding out process o¢ 
curring in the first two years. His back 
ground is broader. He has already done 
passing work in at least a few difficult sub 
jects. He is more definitely at home on the 
campus and his time is likely to be more 
advantageously ordered between work and 
play. It seems that there can be no doubt 
that the average university junior is su 
perior as a student to the average univer 
sity freshman. My answer to the first quer 
tion alone is that elementary accounting 
should be offered in the junior year. 

When the questions are propounded to 
gether they are less easily answered than 
when they are considered separately. It is 
obvious that the junior will do more work 
and better work than the freshman will do. 
It is equally obvious that the junior year 
is very late in the individual’s university 
career and that he will not derive a maxr 
mum of benefit from his work in elementary 
accounting if it is of use to him during only 
his senior year and a small part of his ju 
ior year. You will have guessed that I am 
in favor of presenting elementary account 
ing in the sophomore year. As a coir 
promise, this doubtless has some of the 
weaknesses which always attend compre 
mises. Neither does one get the maximum 
of maturity in his students nor are the stt 
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dents able to make use of their informa- 
tion over the maximum period of time. But 
with the transition from the freshmen to 
sophomores there has been some increase in 
maturity, some broadening of background, 
some indication of ability to do work of uni- 
versity grade, and some opportunity to 
learn from other students the benefits to 
bederived from the possession of a first rate 
working knowledge of accounting prin- 
ciples. Each of these desirable changes 
tends to offset the loss of time in which the 
student is able to apply his knowledge 
toward furthering his own best interests. As 
between the sophomore and junior years 
the same factors operate. What is gained in 
quality and quantity of work done tends 
to offset what is lost from the student’s in- 
ability to make earlier application of the 
principles learned. I have made no intensive 
study of the development of student per- 
sonality but it is my opinion that the aver- 
age student matures more during his fresh- 
man year than he does during his sopho- 
more year. From the number of curricula 
which I have examined I believe that it is 
safe to assert that the student has more op- 
portunity to make use of his accounting in 
his junior year than he has in his sopho- 
more year when much of his time is still 
being devoted to purely liberal arts courses. 
It follows, in my opinion, that the benefits 
gained through deferring the elementary 
course until the sophomore year more than 
balance the resulting loss of time and that, 
as between the sophomore and junior years, 
the time gained through the use of the for- 
mer more than compensates for the loss of 
such benefits as seem to be inherent in a 
junior year introduction. 

In the foregoing remarks I have had in 
mind an elementary course which tran- 
seends mere bookkeeping routine. In other 
words, the “why” is more important than 
the “how.” Yet I would not deprecate the 
importance of the latter. It contributes in 
no small measure to the comprehending of 
the former. Perhaps I can best state my 
position negatively. I do not have in mind 
those elementary courses which, though 
presented in colleges, are little, if any, more 
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than high school bookkeeping. This first- 
year course must give to the general busi- 
ness student, as to the accounting major, a 
working knowledge of the bookkeeping 
mechanism. He should learn how to jour- 
nalize, how to post, how to take off a trial 
balance, how to prepare simple financial 
statements; why the accounting records re- 
flect not only assets and liabilities but 
classes and sub-classes of these, why pro- 
vision is made for bad debt losses and for 
depreciation, why going-concern valuations 
are normally more significant to the ac- 
countant than are forced-sale valuations, 
and a hundred other things too numerous 
to mention here. The mastering of such a 
course will take up enough of the student’s 
time and energy to warrant my saying that 
you and I shall continue to receive the posi- 
tive, though sometimes veiled, remon- 
strances of our colleagues. 

After the general business student has 
completed his first year of accounting work 
he can be described as being “one up and 
one to go.” It is in the second year that we 
are weakest. Of late we have heard that we 
have given far too much time and thought 
to the matter of training professional ac- 
countants, far too little to the aiding of the 
general business student in spite of the fact 
that the latter outnumbers the former at 
least ten to one. This is not a new com- 
plaint. Yet it seems to me that it is almost 
as fully justified now as it was when it first 
came to our attention years ago. We have 
done far too little for the general business 
student. He has been permitted to frequent 
the fount of accounting wisdom and to 
dabble in the stream flowing away, some- 
times clear, sometimes roily, toward the 
realm of the professional accountant. Few, 
if any, of us have diverted for him a stream, 
reasonably clear, moving with reasonable 
swiftness, commensurate with his needs, 
down which he may sail to his own realm, 
one adjacent to but distinct from the do- 
main of the professional accountant. 

For either the accounting major or the 
general business student, the principles of 
accounting must have as a major division, 
the principles of cost accounting. Ele- 
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mentary cost accounting courses are 
usually available to the students in schools 
of business administration. It is true, how- 
ever, that from certain institutions one 
may receive a degree in commerce or in busi- 
ness administration without having been so 
much as exposed to the fundamental con- 
cepts of “Materials, Labor, and Burden” 
to say nothing of some of the refinements 
of burden distribution or of the uses to be 
made of cost data in controlling the opera- 
tions of industrial organizations. To me, 
this is a sad commentary on us or on our 
administrative superiors. 

Much good might be accomplished if our 
present “elementary accounting” (call it 
what you will) and our “elementary cost 
accounting” were combined as “principles 
of accounting.” I claim no credit for this 
thought. It first came to my attention sev- 
eral years ago in some correspondence with 
Professor Littleton. Shortly thereafter, if 
my memory serves me, Professor Ross G. 
Walker, then of the Harvard Graduate 
School of Business, in a conversation, gave 
evidence of having considered the same pos- 
sibility. Certainly valuable time would be 
saved if an introduction to cost accounting 
could be made to serve the dual purpose of 
presenting an introduction to accounting 
and a working knowledge of the fundamen- 
tals of cost accounting. This would doubt- 
less suffice for the general business student. 
In many instances he would be better pre- 
pared and more fully informed at the time 
of his graduation than he is under the pres- 
ent system. For the accounting major, the 
time saved, usually a semester, would enable 
still further specialization if such seemed 
desirable. 

Until this combination can be attained, 
the general business student should be 
urged to devote one semester to elementary 
cost accounting. This will probably be his 
third semester in the accounting depart- 
ment. It may be, likewise, his last. Prefer- 
ably he should have a fourth. 

The content of this fourth semester 
course offers endless possibilities. In deter- 
mining the make-up of this course, I feel 
that we have our greatest opportunity to 
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be of service to the general business stu 
dent. Emphasis should be placed on the 
value of accounting to this person asa 
student in other commerce courses, as a 
banker, as a salesman, as a life insurance 
representative, as a manager or junior 
executive in one or another of the country’s 
numerous and varied enterprises. You will 
feel that it is a large assignment. It is! 
Why should that deter us? I am not pre 
pared to suggest the ideal content of this 
course. Obviously much must depend on 
what the institution has been able to accom- 
plish during the three preceding semesters, 
It seems that some items could not well be 
eliminated. A few of these may be set forth 
briefly. 

The Net Worth Section of the Balance 
Sheet. Under this title further investigation 
might be made of capital stock with or with 
out par value, discount or premium on 
stock, treasury stock, appropriations of 
surplus either contractual or voluntary, 
appraisal surplus, stock dividends and 
stock splits, corporate liquidations and re- 
organizations; all undertaken toward the 
end that the student miay see, in so far asit 
is possible for him to see, the results of 
this policy or that policy in its effect on 
the various ownership interests in the cor- 
poration. 

The Preparation and Use of Financial 
Statements. A second field worthy of atten- 
tion might be indicated by this title. Here 
might be studied comparative statements, 
both balance sheets and statements of profit 
and loss; together with the more important 
ratios and analyses centering around such 
statements ; the need for the development of 
a balance sheet presentation of net worth 
which will more adequately meet our needs 
than do the several presentations now 
usually encountered; statements designed 
to reveal the causes of variations in this oF 
that item of income or expense and, finally, 
of the net profit itself; the statement of 
application of funds, for it has definite 
merits despite the controversies concernidg 
its title, content, form, and purpose. I 
should definitely exclude the statement of 
affairs, the statement of realization and 
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liquidation, the statements of executors 
and administrators, and any others which 
are likely to be of less importance to the 
general business student than those indi- 
cated above. 

A third division might well be Fired Lia- 
bilities. I do not mean to encroach on the 
field of corporation finance. It has been 
my experience, however, that the student 
who is well fortified with a working knowl- 
edge of the accounting principles applicable 
to the recording of given transactions is 
well on the way toward an understanding of 
the field in which those transactions are 
classified. The corporation militant has in- 
troduced so many stocks, so many bonds, 
and these have had so many variations, dif- 
ferences, distinctions, and peculiarities 
that, in too many instances, it has been 
impossible to determine the rights of the 
parties at interest without recourse to law. 
Few accountants need the reminder that the 
courts, as places in which to put accounting 
principles on trial, frequently have left 
much to be desired. We could well devote 
some of the time of the general business 
student to a further study of fixed liabilities 
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and the attending problems of sinking 
funds, redemption funds, conversions, par- 
ticipation in profits, and such other prob- 
lems as normally arise in connection with 
these. To this end, strong emphasis should 
be placed on actuarial science, particularly 
on the use of actuarial tables. 

Such time as remains might be devoted to 
a fourth or Miscellaneous title. There are 
interesting problems in connection with 
partnerships, with instalment sales, with 
private or other special ledgers, with cash, 
with inventories, with a hundred and one 
other things which are parts of the ac- 
countant’s world and yet which seldom can 
find place in an elementary accounting 
course. This fourth semester of the course 
of the general business student should be his 
and his alone, designed to meet his needs, 
taught in such manner as to make it of 
greatest advantage to him. It should not be 
a part of the work of the accounting major. 

This problem needs our best attention. It 
needs experimentation. To solve it we need 
the codperation of at least a majority of 
those institutions which, to date, seem to 
have ignored it. 
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> ESTANDARDS OF ACCOUNTING TRAINING 
H. M. Heckman 


HE SUBJECT MATTER of Professor E]- 

i well’s talk has been discussed periodi- 

cally for the last ten years by this 
association, as the records of its annual 
meetings disclose, and I agree thoroughly 
with Professor Elwell that little has been 
accomplished by our Association towards 
changing the conditions that existed ten 
years ago. I am referring to the matter 
which in my mind would do more towards 
raising the standards than any other one 
thing, and that is giving proper recogni- 
tion in accounting laws to academic train- 
ing, as all other professions have done. Our 
laws, even those passed in recent years, still 
show the predominating influence of the 
idea of apprenticeship as a basis for train- 
ing of those in the accounting profession 
to the exclusion of academic training. 

Practically every accountant speaking 
before groups such as this makes statements 
similar to that made to our Association by 
Mr. Peisch last year: “The accountant who 
serves business tomorrow must have as part 
of his technical training a thorough under- 
standing of economics, the fundamental sci- 
ence upon which business rests, in order 
that he may comprehend the problems of 
business. . . . He must be a student of all 
phases of business.” And yet, if we study 
the C.P.A. laws of the various states we 
find that there is a universal ignoring of 
the fact that there are such institutions as 
collegiate schools of business training men 
for the profession. 

In September 1980, the American Insti- 
tute prepared a compilation of C.P.A. laws 
of the United States, and a study of these 
laws discloses a most tragic fact concerning 
educational training as an aspect of the 
accounting profession requirements. 

In the C.P.A. laws governing educational 
qualifications, the most usual merely state 
that the applicant shall be a graduate of a 
high school or shall have an equivalent edu- 
cation. Even this section is missing from 14 


of the laws of the states and territories, 
where absolutely no mention is made as to 
any education. Is there any wonder, then, 
that the older professions, the doctors, the 
lawyers, and the engineers, merely smile 
broadly when asked to recognize account 
ancy as a profession? Even in those states 
where a high school education is a pre 
requisite, the clause that immediately fol- 
lows, “or its equivalent,” is one that cannot 
be applied. What is an equivalent of a high 
school education? Is it ability in a foreign 
language? Algebra? History? Or what else? 
Of course, a few states have definitely estab 
lished an equivalent and prescribed ex- 
aminations, but in the majority of states 
what board of examiners is qualified to pass 
upon this equivalence? 

As to college education, there is evena 
greater sparsity of recognition in the vari 
ous state laws. In so few of the states was 
mention made of college education that 1 
am going to outline briefly the provisions 
as I found them. 

In the District of Columbia and in Iowa 
graduates from schools of commerce major- 
ing in accounting receive a credit of two 
years on the three-year practical experience 
requirement. In North Carolina college 
training is ranked as the equivalent of one 
of the two years needed. In Utah the depart- 
ment of legislation may provide that the 
completion of a course in a college of com 
merce may be credited as part of the two 
years’ experience required. In North Da- 
kota and in the Philippine Islands the com- 
pletion of the accounting course in college 
is considered the equivalent of three years 
of practical experience and no practical ex- 
perience is required, while in Maryland the 
college course is considered the equivalent 
of the two years of practical experience re 
quired. Michigan recognizes college training 
in two respects: One year’s credit is givel 
for the training applying on the four years 
required ; then, too, graduates of recognized 
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accounting schools may take the examina- 
tion without experience except that the au- 
diting and practical examination will be 
taken on the completion of two years of 
practical experience. New York is the only 
state requiring of applicants for the cer- 
tificate college training in accounting, and 
this is to take effect in 1938 unless, as has 
been attempted, the law is repealed prior 
to that date. Virginia provides that ex- 
aminations may be given to graduates of 
colleges but that the certificates shall be 
held until the practical experience is ob- 
tained. No credit is given for the amount 
of experience. 

It can be seen from the above summary 
that practically no recognition is given 
college training in accounting. There still 
persists the most prevalent idea that prac- 
tical experience shall be the sum and sub- 
stance of one’s training if he is to be a suc- 
cessful accountant. F. C. Belser, writing in 
the Accountine Review, says: “What is 
needed is more theory and a sounder educa- 
tion not only in accounting but in related 
sciences, such as economics, finance, foreign 
and domestic exchange, actuarial science, 
and the like. No amount of schooling, how- 
ever, will enable a man to escape the years 
of apprenticeship in an accountant’s office.” 
I believe the word “apprenticeship” is used 
incorrectly in this country. The very gist 
of an apprenticeship system is that the 
master shall train the apprentices, and look 
at the training that our so-called appren- 
tices receive in a large concern. They are 
placed on a routine job, become proficient 
in that work, and are kept indefinitely on 
that work. The years of practical experi- 
ence thought so essential find the individual 
with a narrow, limited vision of the account- 
ing profession and no general training. Let 
us assume that we have the apprentice sys- 
tem in dentistry today. A large concern has 
an apprentice and places him so that he 
merely fills teeth. After three years of such 
work we will have a man, if the accounting 
laws set the standard, with sufficient experi- 
ence to call himself a dentist. Of course we 
would consider this man a menace to society 
and to ourselves even though he crammed 


and passed an examination. And yet our 
standards are such that we are turning out 
men of this same caliber as accountants. 

Specifications in laws providing that the 
university faculties shall aid in examina- 
tions are even more restricted than pro- 
visions relating to credit for college work. 
In Illinois and Kansas the university has 
charge of the examinations. In Montana the 
chancellor of the university appoints the 
C.P.A.’s on the board, while in New York 
the board of regents does this. In one state 
the law provides for an educator on the 
board, and that is Virginia. Wisconsin pro- 
vided for an educator on the first board but 
on no subsequent board. Maryland provides 
for an economist on the board, the Presi- 
dent of Johns Hopkins University to sub- 
mit a list. In Massachusetts alone there 
exists a provision that “no member of said 
board shall belong to the faculty of any 
school of accountancy or be financially in- 
terested in the management of such school 
or similar institution.” I do not mean to 
say that college men are not on various 
boards, but there has been practically no 
recognition given in the laws to the college 
faculties. This, I am told, is because the 
practicing accountants fear the examina- 
tions will be made too easy. 

I agree most heartily with Professor El- 
well in his statement concerning the ability 
of the young certified public accountants. 
We do not expect a doctor just out of a 
medical school or a young lawyer to handle 
complex cases. Why, then, should we ask 
that of the young accountant? 

The securing of higher standards in the 
accounting profession presents many diffi- 
culties. I do not believe that it is practical 
at this time to require college training for 
applicants even though New York may 
have this provision. While the ordinary 
legislature can see the need for skilled doc- 
tors, they cannot understand that finan- 
cially it is a life and death matter that 
statements are properly prepared. We will 
always meet with the idea that the profes- 
sion should be left open, that Abraham 
Lincoln was not a college man, etc. The 
only way to raise standards, I believe, is 
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from within our own ranks. If we can im- 
press upon the leaders the value of thor- 
oughly trained men and can get in the laws 
some reward for college training rather 
than penalties for college training, then we 
will see a gradual raising of standards. If 
we can broaden the scope of the examina- 
tion, so that more than an accounting 
knowledge is required, we will then impress 
upon the prospective accountant the desir- 
ability of a higher education. 

I do not agree with Professor Elwell 
that the C.P.A. certificate should be 
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granted on the completion of college work, 
for the reason that the majority of the 
schools today do not have standards high 
enough to merit this, and there is no asso- 
ciation that can fix standards. If we had 
that, well and good. But until there is some 
group that can decide whether a school has 
sufficiently high standards or not, other 
than the school itself, I believe that the 
C.P.A. should be on an examination basis. 
Then too a comprehensive examination 
works for uniformity in accounting which 
in itself will raise standards. 
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ACCOUNTING TERMINOLOGY 


GasricEL A. D. PREINREICH 


1EN I RECEIVED your very flattering 

W invitation to speak on “Accounting 

Terminology,” I began thumbing 

library catalogues to discover what has 
been said or left unsaid upon the subject. 
Almost the first thing I came across was an 
old address, which begins in the traditional 
manner with a joke. It tells the story of the 
schoolboy, who, struggling with his home 
work in arithmetic, asks his father’s help 
to find the greatest common denominator. 
“What” cries the father indignantly, 
“haven’t they found that thing yet? Why, 
they were looking for it, when I was a boy!” 

The speaker of that day thought that 
this little tale described the status of ter- 
minological research pretty well, and I am 
inclined to agree with him. Since, however, 
a joke seldom improves by repetition, I 
would not have dared to warm it up for 
your consumption, if it had not occurred 
to me that, perhaps, it sums up the situa- 
tion even better than intended. 

You will note that, according to the 
story, the boy is bent upon finding the 
greatest common denominator and not the 
least one. That, I believe, is characteristic 
of many an effort made in the past to com- 
pile a terminology of accounting. The new- 
comer is always optimistic and wants to 
give his work as wide a scope as possible, un- 
til he begins to face the practical problems 
one by one and realizes what an enormous 
amount of codrdination, mediation, arbitra- 
tion and elimination has to be accomplished. 
At that stage, he pauses to wonder, whether 
he will ever be able to find the least common 
denominator and accordingly stops worry- 
ing about one that is greater than abso- 
lutely necessary. 

In a general way, the difficulties are, of 
course, apparent. Whereas the terminology 
of law or medicine is intended to serve pri- 
marily if not exclusively the members of 
those learned professions, the accountants’ 
language must be understood by every- 


body who has occasion to refer to financial 
statements. Professional jargon is utterly 
out of place. Taking an extreme viewpoint, 
it may even be pertinent to ask the question 
whether there is or ought to be such a thing 
as a vocabulary of accountancy? If it is 
to include all technical expressions used by 
accountants, it must contain terms drawn 
from almost every line of endeavor. If, on 
the other hand, it is restricted to words 
used by accountants alone, there will be 
hardly a handful left. It is not surprising, 
therefore, that editors of accountants’ dic- 
tionaries should have desired to make their 
publications as comprehensive as possible, 
including not only terms current in busi- 
ness life, but also miscellaneous additional 
information which might be useful to ac- 
countants and business men in general. 
There are several compendia in the field, 
which contain more or less exhaustive defini- 
tions and treatises on certain isolated 
phases of legal, accounting and financial 
procedure and in addition present such 
matter of general utility as monetary sys- 
tems, postal rates, legal holidays, statute 
of limitations, interest tables, weights and 
measures and abbreviations. 

The definitions published in the year- 
book of the old American Association of 
Public Accountants show the same liberal 
interpretation of accounting terminology, 
which was to some extent retained by the 
American Institute of Accountants after 
1916. Thus, the list compiled by the spe- 
cial committee on terminology appointed 
in 1920 comprised about 7000 words classi- 
fied as follows: 


1. a. Accounting terms to be defined 

b. Accounting terms which are self- 
explanatory 

. Legal terms 

Marine insurance terms 

Wall Street expressions 

. Engineering terms 

. Cost accounting terms 
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7. The currencies of the world 
8. Abbreviations. 


The intention was to define all words in 
class one and draw the rest from recognized 
authorities properly identified. With re- 
spect to cost accounting terms, some joint 
work was proposed with cost accountants, 
but preliminary attempts to formulate 
mutually acceptable definitions were not 
entirely successful, so that further action 
was abandoned. 

As the work of the committee progressed, 
the necessity of restricting the scope of the 
proposed publication became more and 
more apparent. Some of the problems which 
had to be solved were the following: 


1. Should the book be encyclopedic or 
definitive, e.g., should there be an attempt 
to explain or illustrate the terms used? 

2. Should it set standards of accounting 
practice? 

8. Should it contain several definitions 
conveying the same meaning? 

4. If a word is commonly used in more 
than one sense, should the book contain 
all such meanings or shall one of them be 
selected as the only correct use of the term? 

_ 5. Should the lines of legal dictionaries 
be followed and court decisions be given? 

6. Should the definitions include both 
American and British usage? 

7. Should self-explanatory terms be in- 
cluded? 

8. Should terms be included which are 
satisfactorily defined in standard diction- 
aries? 


All these questions were answered in the 
restrictive sense, e.g., it was decided that 
the book should be definitive and give only 
a single meaning for each term, reflecting 
the opinion of leading accountants. No il- 
lustrations, court decisions, practical in- 
structions or standards of practice should 
be included. British usage as well as all 
words used in their ordinary sense should 
be omitted or at most, listed with a refer- 
ence to standard dictionaries. Commonly 
used terms, which differ from a defined term 
only by a self-explanatory adjective were 
also to be excluded. 
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That, of course, is by no means the 
whole story. It is one thing to answer a 
list of questions in the affirmative or the 
negative and quite another to abide by the 
rules so laid down. As an illustration, let 
us take the word “definition” which, ob 
viously, had to be defined first, before other 
definitions could be attempted. Turning to 
a standard dictionary, we are reminded of 
the rules of traditional logic which demand 
that the term defined be assigned to a gen- 
eral class or genus and then be marked off 
from all other terms in that class by stating 
its special attributes or differentiae. This 
sort of information would, no doubt, be 
very useful to the fellow who, upon being 
asked to define a horse, remarked reflec- 
tively: “Well, if you step inside the stable 

. etc.” The logical method yields good 
results within the limits of the animal, 
vegetable and mineral kingdom, but is much 
less satisfactory in realm of abstract ideas 
where it is often quite difficult to avoid 
a circulus in definiendo. 

By adding quotations from authorities, 
the dictionary itself admits that its logical 
definition of definition is inadequate. Thus 
we read that according to John Stuart 


Mill: 


A definition of a name is the sum total of 
all the essential propositions which can be 
framed with that name as their subject. 


That sounds rather encyclopedic, doesn’t 
it? But let us see what Locke said: 
A definition is nothing but making another 


understand by words, what the term defined 
stands for. 


That seems to go a step further and comes 
dangerously close to approving the defini- 
tion of a horse which I have just given. 
Finally, Josiah Royce frankly admits that: 


A definition, hard and fast as it is, never tells 
the whole truth about a conception. 


Is it a wonder then, that the definitions 
formulated by the first terminology com- 
mittee are not quite uniform, but attempt 
to follow, now the logical method, then the 
explanatory and again the illustrative 
method and are even found to diverge once 
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in a while into the field of practical advice, 
depending upon which aspect of a particu- 
lar conception seemed most important? Or 
js it a wonder that in spite of all efforts, 
some of the definitions are neither exclusive 
nor inclusive enough? 

By saying this, I don’t want to deny 
that there is ample room for improvement. 
Ido want to say, however that, in my opin- 
ion, the critic often underestimates the 
task of those whom he criticizes. And that 
brings me direct to the main topic of this 
address, namely the subject of codperation. 

I understand that during the ten years 
of existence of the first committee, there 
were hardly ten accountants other than 
committee-members, who gave it any as- 
sistance. Tentative definitions were pub- 
lished in the Journal of Accountancy year 
after year without evoking more than 
sporadic comment. After all the definitions 
had been completed, it seemed the logical 
thing to publish them by way of a final 
effort to attract attention. And it is un- 
deniable that attention was attracted at 
last. There came a torrent of criticism, 
mostly of the destructive type, which makes 
very discouraging reading indeed. Upon 
closer analysis, it becomes apparent, how- 
ever, that the objections are directed more 
against the physical presentation of the 
volume and the circumstances surrounding 
its publication, than against its contents. 
It seems that no official disclaimer of re- 
sponsibility on an inside page can be strong 
enough to overcome the presumption of 
authority and finality created by the stiff 
cover, copyright and price. A great many 
critics preface their remarks by referring 
to the book as the official publication of the 
Institute before proceeding to vivisect it 
with great gusto. 

As a newcomer, whose connection with 
the subject dates from only a little more 
than a year ago, I have been able to enjoy 
the display of wit and logic on both sides, 
especially as I am convinced that it has 
given very valuable hints to the present 
committee. It is only occasionally that the 
discussion has reminded me—oh! ever so 
slightly—of Mr. Potts of the Eatanswill 


Gazette and his worthy opponent of the 
Independent, who are described with such 
penetrating insight into human nature in 
The Pickwick Papers. Although the dex- 
terity of those gentlemen in wielding their 
pens has kept their fame alive to the pres- 
ent day, it is not on record that their ac- 
tivities have ever materially benefited the 
citizens of the “ancient, loyal and patriotic 
Borough of Eatanswill.” 

Returning from Dickensian fiction to 
stern reality, I think I may safely say that 
the most important problem before the 
present committee is that of securing the 
active and whole-hearted codperation of 
everyone interested in accountancy. It is 
highly gratifying to all of us that consid- 
erable progress has been made in this direc- 
tion in a comparatively short time. In the 
early part of the year, we have distributed 
almost all of the 728 words included in the 
tentative report among one hundred rep- 
resentative members of the Institute, many 
of whom are members of this Association as 
well. A very large number of these terms 
has been returned with entirely or partly 
new definitions based upon specific excerpts 
from standard accounting texts and with 
full explanations of the reasons for the 
changes made. The committee has also been 
fortunate enough to receive some financial 
aid enabling it to secure the assistance of 
a member of the Institute in the systematic 
analysis and coérdination of this new ma- 
terial, which shows evidences of great care 
and painstaking research on the part of 
the compilers. About one-half of the new 
definitions have been assembled and are now 
being studied by the committee. Further 
preliminary work will include a careful 
checking of representative balance sheets 
and other financial statements to discover 
terms which have been overlooked. Upon 
that occasion it is also proposed to pay 
special attention to governmental and in- 
stitutional accounting. Previous work on 
terminology has been carried out largely 
from the point of view of private business, 
but a recent meeting with the chairman of 
the national committee on standard reports 
for institutions of higher education has 
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served to emphasize the need for a better 
understanding and interpretation of terms 
used in that important field. 

After all these details are properly at- 
tended to, the time will have arrived to seek 
extensive codperation outside the member- 
ship of the Institute. Needless to say, that 
means you, Gentlemen ! 

Your president has promised to appoint 
a committee of your Association for the 
purpose of reviewing and criticizing a draft 
of the second tentative report which we ex- 
pect to submit to you next year. Copies of 
the draft will doubtless also be circulated 
in other quarters from which constructive 
criticism might be expected. 

Let me urge everyone of you, Gentlemen, 
to take a personal interest in that draft 
and to keep up the flow of criticism until 
all your views are fully known, because 
once you stop, we shall naturally assume 
that there are no further objections. And 
although the formal initiative in the field 
of accounting terminology must remain 
with practicing accountants, in fact you 
bear a heavy share of our burden, since 
only through systematic instruction can 
our task ever be acomplished. 
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I don’t think it is possible to overem 
phasize the importance of education ina 
matter like this. It is true that a good 
many of us hope to live long enough to 
derive lasting benefits from a standardiza- 
tion of accounting terminology, but the 
ultimate success of our undertaking de 
pends almost entirely upon the attitude of 
the next generation and is therefore in the 
hands of those, who guide it in forming 
correct habits, before it can become ad- 
dicted to using certain terms in ambiguous 
or illogical ways. For that matter, reform 
may come sooner than we now expect. It 
is in the nature of things that youngsters 
brought up strictly should find the laxity 
of their elders shocking and if we are thus 
put under pressure both from above and 
below, we may be obliged to mend our ways 
before long. 

The terminology committee of the Ameri- 
can Institute of Accountants has no higher 
goal than that negative recompense which, 
according to Dr. Johnson, is the only one 
that lexicographers can ever hope to at- 
tain, namely to escape reproach. And if we 
may count upon your help, Gentlemen, I 
am confident that we shall not fail! 
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TWO PRESENT-DAY PROBLEMS OF GENERAL 
FINANCIAL ACCOUNTING 


R. D. Haun 


ent business situation which must be 

thought of separately in considering 
the problems of valuation and the measure- 
ment of income and surplus. In the first 
place we have today large quantities of idle 
equipment or unused capacity and the cost 
of this unused capacity seems to many peo- 
ple as too much of a burden to be borne 
by the income from the productive plant 
and equipment. Thus the question of how 
to treat the cost of idleness is raised. In- 
volved with this is the question of just 
which of these items of idle equipment are 
actually assets and which should be removed 
from the records as obsolete. May it not be 
that we have reached a point where ob- 
solesence is effective on certain equipment 
which is quite modern and efficient but is 
still valueless because it cannot be used 
profitably? 

The accountant of today must be par- 
ticularly firm in his contention that costs 
incurred in a given year must be charged 
to that year and carried forward only in 
those cases where they will definitely bene- 
fit the future. This applies to cost of idle- 
ness and would prohibit its deferral by any 
such process as omitting the charge for 
depreciation because the equipment was not 
productive. It is also inadvisable to charge 
the costs of idle equipment direct to sur- 
plus on the grounds that such costs were 
not an element in the production of that 
particular period’s income. If we have acted 
wisely in attempting to measure income for 
shorter intervals than the span of business 
life then we must measure it for those pe- 
riods in so far as it is possible for us to 
do so. If this results in an irregular showing 
of periodical net income well and good. If 
business managers wish to stabilize divi- 
dends they will have to do this by the adop- 
tion of sound policies concerning distribu- 
tion of accumulated surplus as long as 


Ts ARE Two features of the pres- 


business net income varies from period to 
period. Or, better still, they may go farther 
upstream and attempt to so manage the 
business as to secure regular income. It 
would seem that the accountant is actually 
rendering a service in insisting upon a pro- 
cedure which indicates variations which oc- 
cur instead of permitting procedures which 
tend to level out irregular results. 

Having decided to charge the cost of 
idle capacity, not wholly removed from the 
books, as a cost of the period in which in- 
curred it does not follow that we must 
thereby reach an exorbitant cost for the 
product produced. Such costs need not nec- 
essarily be included as costs of production. 
In fact it appears they are not costs of 
such production. This raises the whole 
question of classification on the income 
statement which as Professor Paton has 
indicated is another of the issues raised 
by present conditions. 

The other principal feature of the cur- 
rent order of things which raises account- 
ing problems is the lowered price level. Ac- 
counting involves both the establishment of 
a correct income estimate and the periodic 
showing of the financial condition of the 
concern for which those earnings are esti- 
mated. For such purposes replacement 
values have a place unless the statement is 
to be merely historical in character. At 
least the accountant should insist upon this 
in a period of permanently lowered prices 
if he is to permit it in periods when prices 
have risen. And it is just as easy to bring 
such values on the books when lower than 
cost without losing sight of cost as it is to 
do the same thing when replacement values 
are higher than cost. 

No doubt there still are those who feel 
that the present low price level is only tem- 
porary and that a revival of business will 
find prices gradually creeping back to their 
levels of more balmy days. I fear such per- 
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sons are doomed to disappointment. What 
we must do is accept prices as they are and 
act accordingly. If this is the case how 
shall we go about handling plant and equip- 
ment items purchased when prices were 
much higher than today? 

Granting the propriety of a revaluation 
downward by entries which will conserve 
the original cost figures and keep the de- 
cline in the value of the proprietary interest 
separate from earned surplus the next ques- 
tion is “what is to be the effect upon the 
depreciation charge?” The orthodox an- 
swer is “none.” But this won’t satisfy the 
struggling business manager whose costs 
of production are accordingly far above 
those of his competitor who is using assets 
purchased in a more favorable market. This 
manager’s costs are high in part because 
of a condition over which he has no control 
and which is in no way a result of his op- 
erations. 

It would seem that both the business man 
and the accountant could be satisfied by a 
division of the depreciation charge, based 
upon cost, into two parts. First there would 
be the depreciation on replacement value 
which would be a cost of production and 
then an additional charge could be made 
for depreciation on the difference between 
actual original cost and replacement cost. 
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This latter charge should be considered a 
non-operating item. After the depreciation 
entries a reversal should be made of a prop- 
er portion of the revaluation entry. 

By the use of this procedure the surplus 
account stands the same as it would were 
the customary depreciation entry made, It 
will have been debited for a total amount of 
depreciation equal to depreciation on orig- 
inal cost. The revaluation accounts gradu- 
ally disappear as the value lost through 
price decline is recovered by charges to 
income. 

If lower prices have come to stay ac- 
countants will be facilitating a more speedy 
return to normal times by accepting a sys- 
tem of figuring costs on the basis of values 
expressed in present-day dollars. In a pe- 
riod of rising prices the use of a deprecia- 
tion charge based upon cost leads to an 
overly optimistic attitude by the persons 
relying upon our estimates whether they 
be managers, investors or creditors. In 
periods of falling prices the effect is undue 
pessimism. 

There are, of course, many other prob- 
lems of general financial accounting raised 
by the present unsettled business condi- 
tions. I have merely touched hurriedly upon 
the ones which seem to me the most impor- 
tant. 
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SOME MODERN DEVELOPMENTS IN ACCOUNTING 
FOR MANUFACTURING ENTERPRISES 


Frep DANFoRD 


Greer asked me to speak, I decided 

the logical course for me to take would 
be to tell you a few of the things we are 
doing at ARMCO that also might be ap- 
plied in other manufacturing concerns. 

Our principal products are iron and 
steel sheets. They are produced in a large 
number of different grades, and within each 
grade are many different sizes and thick- 
nesses. Our main sheet producing plants 
are located in Middletown, Ohio; Zanes- 
ville, Ohio; Butler, Pa., and Ashland, Ky. 
From an accounting standpoint, these are 
practically self-contained units, having all 
of their own cost and sales records, with 
the exception of accounts receivable. They 
are linked together through the general 
accounting department by means of a 
works control. 

Perhaps you can get some idea of the 
kind of problem we have in the use of stand- 
ards and budgets when I tell you that the 
thickness of a sheet in a given grade and 
size will vary its cost, even over and above 
material cost; that the size, both length 
and width, will vary its cost; and that the 
grade will vary its cost. In addition to all 
of these variables, there is some difference 
in cost between our different plants, due 
to location in respect to materials and 
labor. I will first try to give you some idea 
of our use of standard costs, and then 
tell you of our budget plan and procedure. 

We use standard costs for the purposes 
of control, payment of premiums, and meas- 
urement of efficiency; but the costs which 
go into our cost sheets and profit and loss 
statements are so-called actual costs. 
Therefore, it should be said we use stand- 
ard costs for comparative purposes only. 
Hence, the name we give them is standard 
comparative costs. These are elemental 
standards. After careful study, a standard 
is set for each element of cost in each de- 
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partment, and is so constituted that it is 
flexible with the rate of operations. These 
elemental standards are fixed for six 
months, and then reviewed, unless a real 
change in policy or conditions demands 
that they be revised in the meantime. 

These elemental standards, as the name 
implies, are set for each item of variable 
expense, and do not sum up to a standard 
amount of money, pre-determined, for a 
unit of production for the department. 
Thus they are reasonably attainable almost 
at once, and large tonnage or continuous 
operation is not a prerequisite to their at- 
tainment. A monthly “standard cost” is 
found by applying these elemental stand- 
ards to the conditions existing during the 
particular month being considered. Thus, 
we do not carry standard product costs 
nor have standard finished inventories. 
Such a procedure, for instance, would re- 
quire about 7000 process and finished in- 
ventories at one plant alone, and then the 
variance between actual and standard 
would have to be put into a suspense in- 
ventory, and rated out on the total cost, 
or some such similar procedure, so that 
within the limits of this variance we could 
never tell what our actual finished product 
cost was. However, for the purpose of de- 
termining sales policies, budgeting, and the 
like, we can quickly build up a synthetic 
cost for any particular product by first 
determining the routing through the mill 
this product would take, and then applying 
these elemental standards. 

In using these elemental standards, the 
standard expense dollars and standard cost 
per unit are shown alongside the actual ex- 
pense dollars and actual cost per unit for 
each item on the cost sheet. The depart- 
mental efficiency is computed by dividing 
standard cost per unit by actual cost per 
unit, which reflects the superintendent’s ef- 
fective use of time, labor, machinery and 
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materials. Current or average inventory 
prices are used for computing the average 
cost of materials on both standard and 
actual side of the cost sheet, so that the 
effect of variation in price is removed in 
comparing efficiency. Wherever possible the 
standards are set on a time base of operat- 
ing hours for the department, and a stand- 
ard amount of expense per item per operat- 
ing hour is set. 

Briefly summed up, our standards exert 
pressure in two directions. In effect, we 
tell the superintendent that he has so much 
money to spend per hour; and that he must 
do the job in so many hours. 

Now I would like to take up the develop- 
ment of our budget plan, and finally show 
you how it carries back to the cost just 
mentioned. The basis for our whole budget 
plan is an over-all master budget, which is 
a profit and loss budget. It parallels in 
every respect our profit and loss statement, 
except that it goes more into detail on sales 
and costs. 

We make this budget for a period of 
three months, as in our business this seems 
to be a logical span of time, but it is set 
up on a monthly basis for comparative pur- 
poses. Each of the grades of sheets spoken 
of previously has a different selling price, 
as well as cost price, so we must first secure 
from the sales department an estimate of 
the tonnage to be sold by grade, and the 
price for each. This tonnage is then al- 
located to the works, set up on a budget 
sheet, and extended at the sales price, which 
gives us the total dollars of sales for each 
plant. Then this budget sheet is sent to the 
plant, and costs are applied. 

I would like to deviate for a moment 
from the development of the budget to say 
a word or two about these costs. They are 
synthetically constructed from the elemen- 
tal standards spoken of previously, and 
cover practically only material and con- 
version costs. No overhead or depreciation 
is in them. We set these up in inventories of 
their own, and rate them out to sales on 
the ratio their total inventories bear to the 
total process and finished inventory. We 
do not claim this is more accurate than 
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the usual method, but it gives us two main 
advantages. 

First, it allows almost direct comparison 
of actual with budget, even though the ac- 
tual tonnage should deviate widely from 
the budget. If overhead were applied di- 
rectly to process and finished inventories, 
then a lower actual tonnage than budget 
would immediately increase the cost. See- 
ondly, it keeps finished inventories free 
from overhead. Thus at any time we can 
compare our current production costs with 
the average inventory price, or in other 
words, the costs we have had in previous 
months. 

Now after each plant has set its cost, 
the gross profit is determined, and the 
budget completed for the plant. Each 
month this budget is compared with actual 
in a report to the management. This report 
shows the actual and budgeted dollars of 
profit and profit per ton on each item of 
product, and the variation between them. 
By summing up the variations of each 
item we get a total variation between ac- 
tual and budget for the month for the 
plant. Now there are four different things 
that could have happened that will cause 
this variance. First, the actual amount of 
tonnage sold was different from that 
budgeted. Second, the actual selling price 
was different from the selling price 


budgeted. Third, the actual cost price was’ 


different from the budgeted cost price. 
Fourth, the mixture of grades was either 
higher or lower than that budgeted. It is 
important that we know just how much of 
this variation was caused by each one of 
these four causes, so our next step is to 
analyze this variation and determine how 
much of it is due to each one of these four 
items. This is done in the following man- 
ner: 

1. Variation ‘due to selling price: 
Actual tons X budget selling price 
minus actual tons X actual selling 
price for each item. The summation 
of these differences is the amount of 
gain or loss due to selling price. 

2. Variation due to cost price: 

Actual tons X budget cost price 
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minus actual tons X actual cost price 
for each item. These differences are 
then summed up. 

8. Variation due to tons: 
Budget tons X budget profit per ton 
minus actual tons X budget profit per 
ton for the total of all items—not by 
item. 

4. Variation due to mixture: 
B tons X B profit by item 


B tons (total) 
A tons X B profit by item 


A tons (total) 
= mixture difference per ton. 
A tons (total) mixture difference 
per ton 
= variation due to mixture. 
(A is “actual’’) 
(B is “budget”’) 


These plant budgets are then brought 
together and added down to a net manufac- 
turing profit for the company. Next, the 
overhead expense budgets for selling and 
management expense are applied; and fol- 
lowing these the other P and L items of In- 
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terest, Other Income debits and credits, etc. 
The selling and management expense budg- 
ets are composed of the various departmen- 
tal budgets, which are in turn broken down 
into items. A comparison by item of the 
departmental expense budgets with actual 
is also made each month. This general profit 
and loss budget is then submitted for ap- 
proval or change, and then adoption. 

Each month the general budget is com- 
pared with the actual profit and loss state- 
ment in a report to the management, and 
the variation between actual and budget is 
analyzed for the company as a whole in the 
same manner as each plant has analyzed its 
own variation. 

This covers in general our budget pro- 
cedure from quarter to quarter. To back 
this up we have recently undertaken the 
development of a series of profit and loss 
budgets, as well as balance sheet budgets, 
covering a period of some years in advance. 
Briefly, the purpose of this program is to 
provide us a plan and a means of control 
for improving our financial position, and to 
serve as a guide when important financial 
decisions must be made. 
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RECENT DEVELOPMENTS IN GOVERNMENTAL 
AND INSTITUTIONAL ACCOUNTING 


R. P. Hacketr 


OVERNMENTAL ACCOUNTING is that 
{ : type which deals with the record- 
ing and reporting of transactions 
for political units, such as municipalities, 
states, and the federal government. The 
title is sometimes broadened to include in- 
stitutional accounting, which includes the 
proper recording and display of transac- 
tions for colleges and universities, hospi- 
tals, eleemosynary institutions, and penal 
institutions. 

The first fact that we are confronted 
with when searching for recent develop- 
ments, or any developments, in governmen- 
tal accounting, particularly that of mu- 
nicipal governments, is the marked absence 
of any general improvement. Of course 
there are individual cases where definite 
changes for the better have been made, but, 
in general, this is not true. Even when the 
most honest and conscientious individuals 
are concerned in the record keeping, an- 
tiquated and inadequate systems are found 
in use. In an investigation made in 1931 
and 1982 in Illinois,’ it was found that out 
of fifty-six cities, all having a population 
of over seven thousand, only a very few 
had completely adequate systems that 
would properly segregate transactions in- 
volving the different activities of the city. 
None of these cities brought budget ac- 
counts into use so that they would be con- 
tinuous with the other accounts. The fol- 
lowing facts were found in this investiga- 
tion. Twelve out of fifty-six cities prepared 
budgets. Thirteen cities made no entries, or 
made incorrect entries on the books so that 
no comparison between budgeted and ac- 
tual amounts would be made. Thirteen of 
the cities examined had not properly segre- 
gated items by funds. Only four cities pre- 
pared complete financial statements. The 


2The Administration of Municipal Funds with 
Special Reference to Illinois Cities. A thesis at the 
University of Illinois. 1982. W. E. Karrenbrock. 


financial records of police departments were 
found to be poor or lacking in over half 
of the cases. Fifty-two of the cities did not 
prepare balance sheets by funds. Although 
these facts relate to the cities in only one 
state, there is no doubt that it is not a pe 
culiar situation. In general, the record 
keeping of municipalities throughout the 
country would be found in similar condi- 
tions. This is partly evidenced by the next 
case. 

In a broader but less thorough examina- 
tion? made of twenty-seven cities in the 
United States in 1930, it was found that 
only eleven had accounting systems that 
would allow them to present complete in- 
formation about a certain single activity 
of the city, unless a detailed analysis were 
made. This investigation was made in an 
attempt to get information in regard to 
municipally owned water plants. All of the 
cities studied owned their own water plants. 
They all had a population of at least ten 
thousand. The above figures apply only to 
those cities which answered a questionnaire, 
which was sent to many who did not answer. 
The proportion having inadequate records 
was probably greater in this group than 
in that which gave information. 

A few recent attempts at improvement 
in governmental and institutional account- 
ing may be mentioned. These are presented 
to show that there has been some practical 
improvement. These samples should not be 
taken as representing a general movement, 
because such does not exist. One case in- 
volves the city of Chicago, which, having 
been surrounded by rather serious financial 
difficulties, has found itself in an almost 
hopeless condition. The mayor’s advisory 
committee of that city caused an extended 
investigation® to be made by a special com- 

?From an investigation made by the author in 
1930. This is unpublished. 


* From an unpublished report made by the com- 
mittee of the Illinois Society of C.P.A.’s. 
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mittee of the Illinois Society of Certified 
Public Accountants, in which Professor 
Lloyd Morey of the University of Illmois 
did most of the active work. The study 
showed the apparent faults with the sys- 
tem in use, and made competent recom- 
mendations for improvement. It remains 
to be seen what use will be made of the re- 
port. The important thing to gather from 
this is that a few individuals connected 
with the government of Chicago recognize 
the importance of an adequate and efficient 
accounting system for municipalities. It is 
this sort of interest that will cause ulti- 
mate improvement in the systems in use. 

Another recent action has been the study 
and preparation of a system of uniform 
financial reports for universities and col- 
leges.* The instigation of this investiga- 
tion shows some interest on the part of 
the parties involved, and will probably re- 
sult in the adoption of more complete, ade- 
quate, and efficient reports for such insti- 
tutions. This action was brought about by 
the United States Office of Education in 
1929. The committee was composed of men 
connected with interested departments of 
colleges and universities. Many colleges and 
universities are considering the adoption 
of these uniform reports. 

Early in 1929 the proper officials of the 
Dominican Republic requested that a com- 
mission from the accounting staff of the 
Institute for Governmental Research of 
the United States be formed to study the 
financial administration of the Republic.° 
On the basis of the report rendered by this 
commission, the republic passed a budget 
law, an accounting law, a finance law, a 
projected public improvements law, and a 
reorganization of departments law. The 
proper officials, director of budget, comp- 
troller, auditor, and chief coérdinator 
were appointed. Members of the commis- 
sion were asked to remain to assist in in- 
stalling such a system. T. G. Addison has 


*Progress Toward Uniform Financial Reports. 
Lloyd Morey. A Reprint from Journal of Higher 
Education, Volume m1, Number 8, November 1982. 

* Brookings Institute. Pamphlet Series, Number 
8. T. G. Addison. 
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written the report of this investigation, 
which resulted in the actual adoption of 
the system recommended. 

In 1928 the Territory of Hawaii passed 
an act creating the Territorial Commission 
on Public Accountancy.® This commission 
had, as its duty, to establish a budget sys- 
tem, a modern accounting and reporting 
system, and a uniform business procedure 
for the territory and its various divisions. 
This was to be done in order to furnish 
information for purposes of affecting econ- 
omy, better control, data for departmental 
estimates, and uniformity in procedure. 
The Institute of Governmental Research 
of the United States was asked to do the 
work on this investigation. H. P. Seide- 
mann was the active appointee. The inves- 
tigation started in July of 1924 and was 
completed in September of 1927. The ac- 
counts were installed at that time on an 
accrual basis. 

While mentioning some of the develop- 
ments in governmental and institutional ac- 
counting, the efforts of the Municipal 
Finance Officers Association of the United 
States and Canada should not be over- 
looked. Through their magazine, The 
Comptroller, a good amount of educational 
material of this nature has been presented. 
More publication of this sort of informa- 
tion would be very valuable. 

It is not intended that the above ex- 
amples of recent developments be complete. 
Probably other individual cases could be 
found, however, even if the list were com- 
plete, it is certain that it would be an ex- 
ceedingly small proportionate part of the 
total number of governmental and institu- 
tional units that exist. 

A lack of recent development in the ac- 
tual application in particular, of good gov- 
ernmental and institutional accounting, 
leaves only one course for a paper on such 
a subject to follow. We must satisfy our- 
selves as to where the fault lies in the re- 
tarded development of this branch of ac- 
counting. What is behind this apparent 

* Manual of Accounting, Reporting and Business 


Procedure for the Territorial Government of Ha- 
waii. H. P. Seidemann. 1927. 
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lack of adequate and efficient accounting 
systems for municipalities? At various 
times and in various localities there is much 
ado about dishonesty and inefficiency in 
government practices. These contentions 
may be partly true, and if so, cannot be 
entirely overlooked in determining the 
cause of less adequate accounting systems. 
However, dishonesty and inefficiency can- 
not exist for long when public opinion is 
adverse to it, and when proper education 
shows a better and more efficient method. 
It is frequently held that improvements 
in all governmental procedures, including 
accounting, are retarded through the fact 
that elected officers have a short term of 
office, and therefore, are not interested in 
exerting themselves for the betterment of 
procedures. However true this may be, it 
must be remembered that the electorate 
may have almost any improvement it de- 
sires through the vote and through public 
opinion. 

Regardless of the stress laid upon dis- 
honesty, inefficiency, and laziness in public 
office, there are still many honest, efficient, 
and energetic officials, and there might be 
many more. No interpretation should be 
placed upon what is said here which would 
belittle the efforts of the many honest and 
efficient individuals in charge of public 
records. However, that there are other 
types of individuals in office is beyond 
doubt. Why is it, then, that even though 
the officials may have all the good qualities 
that we may desire, we do not see any great 
improvement in the accounting systems 
over which they may have control? If we 
face the question squarely, there is only 
one answer. That answer is that the great 
majority of them know nothing about 
proper governmental accounting. This may 
be easily verified by a few moments conver- 
sation with those public officials having 
charge of the accounting records of a few 
cities. Have you ever seen, as even a minor 
issue in an election, the proposition that 
the accounting system be improved? State 
legislatures have shown some interest as far 
as the laws governing the accounting for 
governmental units are concerned, but the 
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enforcement of these laws is sometimes lag, 
The legislation has been neither consistent 
or uniform. It is rather difficult to briefly 
summarize the various laws of states in re 
gard to the audit of public records. The 
Journal of Accowntancy, March 1980} 
gives a summary by states, from which a 
few points will be stressed. It was found 
by the Journal that very few states re 
quired public accountants to perform 
audits for its political units, and that in 
two of these, bidding for the job robbed 
it of any value. In two thirds of the states 
public accountants are never employed for 
such work except on small municipal audits, 
In about one third of the states public ae- 
countants are called in irregularly as may 
be thought necessary by state officials. 
Many times only trouble causes the public 
accountant to be called. 

May the persons in charge of account- 
ing records for governmental and institu 
tional units be blamed for their lack of im 
formation on an adequate system? If the 
lack of adequate accounting in governmen- 
tal units is due to a lack of knowledge, then 
it is due to a lack of education in such mat- 
ters. This lack of education may be due 
to one of two reasons. In the first place, 
the formal education may be available, but 
it may not be taken advantage of. On the 
other hand, it may be that the formal edu- 
cation is lacking. We cannot expect the 
individuals charged with keeping the ac- 
counting records of a city to know much 
about it if they have had no opportunity 
to study it. 

Let us see what the accountant is sup- 
posed to know about this type of account- 
ing, and how much it is emphasized by ac 
countants, both in practice and in teach 
ing. If the index of examination questions 
of the American Institute of Accountants’ 
is consulted for the years 1917 to 1927 it 
is found that there were two questions i 
the entire period on municipalities. During 
the same period there were none listed wr 


7 Journal of Accountancy. Volume xurx., Number 
3, Page 170. March 1930. 

8 Examination Questions, June 1917 to November 
1927. Page 529. 1928. 
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der governmental accounting or institu- 
tional accounting. In some twenty exami- 
nations it was only considered important 
enough to a member of the institute, that 
he know anything about this type of ac- 
counting, to ask him two questions, both 
under the auditing section of the examina- 
tion. There has been at least one question 
since 1927 on this type of accounting, per- 
haps more, but the importance with which 
it has been regarded is evidenced by the 
above facts. Certainly, the number of mu- 
nicipalities and institutions involved, as 
well as the sums of money handled by such 
institutions merit greater attention than 
this. 

Let us look for a moment at the termi- 
nology of accounting as published by the 
American Institute.° Several types of ac- 
counting are discussed, but governmental, 
institutional, and municipal accounting are 
not mentioned. Allotment is discussed in a 
manner not applying to governmental ac- 
counting. Appropriation is discussed, but 
using the word Fund as later defined in the 
same work, it is not proper for appropria- 
tions of municipalities. The explanation of 
Fund Balance Sheet does give prominence 
to municipal accounting, by indicating that 
the chief use of such a balance sheet is for 
displaying the facts about municipal funds. 
Revenue Balance Sheet refers to municipal 
accounting. Budget mentions municipali- 
ties. Municipal Corporations and Public 
Corporations are mentioned. Fund is dis- 
cussed in only one way, and does not in- 
clude the use of the word in governmental 
accounting. General Fund is mentioned as 
the money available by educational, chari- 
table, or public institutions for general pur- 
poses. Revenue mentions municipal ac- 
counting. Unappropriated surplus is men- 
tioned. None of the following are included 
in the list of terms: encumbrance, the va- 
rious types of funds, available authoriza- 
tion, funded debt, non-revenue receipts, 


* Accounting Terminology. Preliminary report 
of a special committee on terminology. Published 
under auspices of American Institute of Ac- 
countants. 
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public benefit, reimbursable expenditure, 
and warrant. 

If the layman has no general or specific 
knowledge of governmental and institu- 
tional accounting, if the public official is 
found to be in about the same position, and 
if the accountant does not seem to give 
sufficient attention to this type of account- 
ing, where may we lay the blame? The 
proper place for the dispensing of such 
knowledge is in our colleges and universi- 
ties. Let us review briefly what has been 
done by American schools in attempting 
to give us men trained to install, keep, and 
audit governmental and _ institutional 
records. 

In an examination® made of one hun- 
dred sixteen colleges and universities offer- 
ing accounting courses in 1924, the earliest 
mention that may be found of this type of 
accounting was in a course offered by the 
University of Utah in 1900. This course 
was called “School Accounts.” It discussed 
the keeping of records for district and 
county schools. In 1906 New York Uni- 
versity offered a systems course which in- 
cluded some work in the installation of mu- 
nicipal accounts. A special course called 
“Government Accounting” appeared in 
1918. This course used governmental re- 
ports as a basis of study. In the same year 
a special course called “Institutional Ac- 
counting” appeared for the first time. This 
course was rather general in nature. New 
York University offered a course in Mu- 
nicipal Accounting in 1913. This course, 
also, was rather general in nature, involv- 
ing the study of balance sheets, revenue 
accounts, books, and papers of municipali- 
ties. 

In 1916 only fifteen out of the one hun- 
dred sixteen schools offered a systems 
course whi-h included something about 
governmental accounting, while only two 
schools offered a specialized course in gov- 
ernmental accounting. 


* The Growth of Instruction in Accoun in 
American Universities and Colleges from 1 to 
1924. C. E. Allen. Thesis at University of Illinois. 
1925. 
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In 1924 Municipal Accounting was of- 
fered in eleven schools, Governmental Ac- 
counting in six schools, while Institutional 
Accounting was offered in only a few 
schools out of the one hundred and six- 
teen. This means that in 1924 only slightly 
more than fifteen per cent of the colleges 
and universities under observation offered 
courses in governmental and institutional 
accounting. No reliable information has 
been found on the number of schools offer- 
ing this type of accounting since 1924, 
but even though the increase in number 
has been large, which is doubtful, the length 
of time involved has been rather short for 
the general dissemination of such knowl- 
edge. In the only place where formal edu- 
cation in such matters can be presented, 
we find a lack of presentation. Surely our 
municipalities and institutions are respon- 
sible for enough wealth to make their ac- 
counting important enough to offer to stu- 
dents who are interested. 

The presentation of general accounting 
courses in theory and practice, or even 
courses in systems and auditing which in- 
clude something about governmental or in- 
stitutional accounting is not enough. There 
are enough phases of such accounting to 
make its presentation rather crowded if 
confined to a one semester course. Such ma- 
terial could be ideally presented in three 
different types of courses. The most tech- 
nical would be offered to students having 
a considerable amount of accounting and 
would include the problems that only such 
students could fully understand. A less 
technical course could be offered to stu- 
dents who had studied the fundamentals of 
accounting, but who would not be expected 
to know the higher technique of the ac- 
counting treatment. A third course would 
be designed particularly for students of 
political science. Such a course would in- 
clude no accounting detail, but would be 
built up and presented from the account- 
ant’s point of view. It is probably only 
a question of time until the departments 
of political science in our colleges and uni- 
versities are going to ask for the presen- 
tation of such material to their students. 
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It is not necessary that such students up. 
derstand all of the accounting detail that 
an accountancy student should understand, 
but it is a severe handicap to a political 
science student if he knows nothing about 
the record keeping and reporting of goy- 
ernmental units. These students would be 
much better prepared for their chosen 
work if they had some training as that 
suggested. It would be better to anticipate 
the demands of this group instead of wait- 
ing until they come when material would 
have to be hurriedly and, therefore, un- 
satisfactorily put together. Such a system 
of governmental and institutional account- 
ing courses would make such information 
available to a much larger group than may 
now obtain it. 

If we examine the tests available for such 
courses we find the field decidedly bare. To 
the writer’s knowledge there is only one 
text which treats the subject from the 
technical accounting point of view. This 
is an Introduction to Governmental Ae- 
counting by Professor Lloyd Morey.” 
There is a much less technical book which 
is more of the general discussion type by 
F. Oakey, called Principles of Governmen- 
tal Accounting and Reporting.” 

What should such a course in govern- 
mental and institutional accounting in- 
clude? Of course, the content would vary 
depending upon the type of student for 
whom it was prepared as discussed in the 
foregoing section. The most complete 
course should include something like the 
following: meaning of fund, budget, rev- 
enues, appropriations, receipts, expendi- 
tures, treatment of general and special 
funds, consolidated balance sheets, and re- 
ports. The treatment of these items could 
vary from the most general to the most 
technical. 

The subject of budgets, which might 
easily occupy the time of a single course 
itself, must be so treated that the student 


4 Introduction to Governmental Accounting. 
Lloyd Morey. 1929. Revised, 1982. 

% Principles of Governmental Accounting and 
Reporting. F. Oakey. 
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not only understands the preparation but 
also how his budget may be woven into the 
regular accounts. To simply prepare a 
budget is not enough ; to set up a dual sys- 
tem that keeps budget accounts entirely 
separate frem the other accounts is still 
not enough; but a system must so be de- 
vised that the budget accounts and other 
accounts will be unified, and in the same 
system. Revenues and appropriations must 
be presented so that actual and estimated 
items will be constantly compared and 
properly entered. Receipts and disburse- 
ments must be seen from the point of view 
of the accounting officer and treasurer. 

The subject of funds must receive a con- 
siderable amount of treatment. In such a 
course, the whole subject of governmental 
accounting is based upon the transactions 
of governmental and institutional units 
and their proper segregation into funds. 
Besides treating funds in general, special 
and individual treatment should be ac- 
corded to such funds as general, bond, as- 
sessment, trust, property, working capital, 
sinking, and any others that may be ap- 
propriate. The consolidation of all of these 
into a single balance sheet is important. 

The treatment of reports should be ex- 
ceedingly important in such a course. The 
proper accounting for the business of a 
municipality or other governmental insti- 
tution loses much of its value if the results 
of such work cannot be adequately and ef- 
ficiently presented to interested officers and 
the public. 

In closing, it must be admitted that there 
has been very little development in the ac- 
tual practice of governmental and institu- 
tional accounting. Nevertheless, we should 
be very wary of the criticism we offer oth- 
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ers for we are so vulnerable on this point 
ourselves. 

The responsibility of the public ac- 
countant must not be overlooked. He must 
become better informed on the peculiar 
problems of governmental accounting. His 
ability must be not only that of auditing 
existing public records, but more impor- 
tant at the present time, is the ability to 
install new workable systems that give in- 
formation and keep records as they should 
be for such institutions. This responsibil- 
ity of the public accountant will become 
increasingly important as education makes 
the demand for such systems more insistent. 
The responsibility of the teacher of ac- 
countancy must also be recognized, for in 
him we find the greatest power for creat- 
ing a desire for better records, and in 
spreading the knowledge which will make 
better records possible. The importance of 
better accounting to the investor in public 
debt obligations, as well as to the banker 
who handles such matters is great. Infor- 
mation concerning assessed valuations is 
no longer sufficient. It is much more im- 
portant to these individuals to know that 
a municipality can collect revenues and 
balance its budget including fixed charges. 
The responsibility of the public accountant 
and the educator is also to these classes 
of individuals. Let us look to the develop- 
ment of our own accounting courses so that 
this type of accounting may be adequately 
presented. At such a time, let us hope, a 
paper on the subject of Recent Develop- 
ments in Governmental and Institutional 
Accounting will really be full of such de- 
velopments which will only be samples of 
a general trend. At least we, as instructors 
in accountancy, will be free from criticism. 
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WORK OF THE JOINT COMMITTEE ON 
INCOME TAX STATISTICS 


JAmMeEs L. Donr 


and others have long realized that 

the various income tax returns filed 
with the Bureau of Internal Revenue con- 
tain a vast quantity of valuable statistical 
data. While the Bureau of Internal Revenue 
has actually compiled voluminous statistics 
from these returns (“Statistics of Income 
for 1929,” being a volume of some 430 
printed pages), it has been the opinion of 
competent observers that many valuable 
possibilities have not been explored or ade- 
quately considered. With a view to obtain- 
ing the maximum benefits from this mate- 
rial, the American Association of Univer- 
sity Instructors in Accounting, the 


er statisticians, accountants, 


American Economic Association, and the 
American Statistical Association, desig- 
nated a Joint Committee to consider the en- 
tire problem, and to draft suggestions to 


the Bureau of Internal Revenue for the am- 
plification, revision or elimination of the 
existing tabulations. Realizing the im- 
portance of the question, and fully alert 
to the interest of the accounting in- 
structors in the situation, President Greer 
designated a Committee consisting of Pro- 
fessor William A. Paton, himself and the 
writer as the accounting representatives 
on that Joint Committee. President Greer 
further arranged for active participation 
by the accounting group in the workings 
of the Committee and promptly filed con- 
crete proposals for the Committee’s con- 
sideration. ‘The Committee met during the 
year, and the results of its work are sum- 
marized in its draft report. This report 
recommends (a) that the specific recom- 
mendations of the Committee as set forth 
in the report be approved in principle; 
(b) that a new Joint Committee be ap- 
pointed to continue the work, and (c) that 
a modest appropriation be made for its 
traveling expenses. The Committee makes 
nineteen specific recommendations for the 


improvement of the income tax statistics 
which are listed in detail in the report. The 
purpose of this paper is to summarize 
briefly the various problems involved and 
the Committee’s attempts at solution. 

It was fully realized at the outset that 
the interest of the Bureau of Internal Rev- 
enue in this situation was of paramount 
importance. First and foremost, the Bu- 
reau of Internal Revenue is faced with the 
problem of collecting taxes, and the in- 
formation appearing on the various returns 
filed by taxpayers must be predicated on 
this requirement. In so far as the statis- 
tics themselves are concerned, the Bureau of 
Internal Revenue is interested in the com- 
pilation of such statistics as will assist in 
the administration of the taxing acts and 
facilitate amendments to the law and 
changes in the taxing policy of the Federal 
Government. In addition to the foregoing, 
the Federal Government is at the present 
time very much interested in economy of ex- 
penditure. In considering the whole situa- 
tion, the Joint Committee endeavored to 
make such suggestions as would be ac- 
ceptable to the Bureau, and having the con- 
sideration of governmental economy in 
mind, it has suggested that certain com- 
pilations be omitted or curtailed. 

It was further realized that the proposi- 
tion ran counter in some respects at least, 
to the movement for simplification of the 
income tax returns. It is evident that much 
valuable material could be secured through 
the medium of changes in the existing re 
turns, but in view of the widespread de- 
sire for simplification, no suggestion for 
change in the reports was made unless it 
was thought that the information to be 
gained thereby was of vital importance. 

Apart from the viewpoint of the Fed 
eral Government, it was apparent at the 
outset that there was a wide diversity of 
interest in the statistics, and that various 
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The Joint Committee on Income Tax Statistics 


groups of persons were interested in an 
extremely wide range of possibilities. The 
harmonizing and reconciling of these vari- 
ous desires presented a problem of con- 
siderable magnitude, and the recommenda- 
tions adopted reflected in a measure the 
breadth of the interest in the subject. The 
accounting members of the Joint Com- 
mittee were primarily interested in the com- 
pilation of statistics which would make 
possible the computation of financial and 
operating ratios in the various lines of busi- 
ness enterprise. These ratios consist (a) of 
balance sheet ratios; (b) of income state- 
ment ratios; and (c) of inter-statement ra- 
tios. The fundamental requirement in this 
connection is a series of compilations in 
which it would be possible to compare én- 
come figures by specific business groups 
with the balance sheet figures of the same 
groups. In the latest issue of the statistics 
(Tables 12-14, 1929 Edition), the cor- 
porate income compilations are based on 
456,021 returns, whereas the balance sheet 
statistics (Table 19) are based on 898,815 
returns to which balance sheets were at- 
tached. Obviously no inter-statement ratios 
are possible on the basis of these compila- 
tions. From the accounting viewpoint, it 
is therefore suggested that a comparatively 
large number of industrial or business 
groupings be established and that the re- 
lated income and balance sheet figures of 
each of these groups be compiled. In this 
connection it is suggested that success in 
the compilation of the desired ratios re- 
quires the elimination of the present large 
grouping of “miscellaneous” items. In the 
income deductions (Table 14) it appears 
that 42 billion of deductions (expenses) 
out of a total of 149 billion or 26.28% 


are classified as “miscellaneous.” In the 
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balance sheet compilations 42 billions of 
assets out of a total of 385 billion are 
classified as “miscellaneous,” and include 
a wide range of assets such as copyrights, 
good will, patents, suspense items, deferred 
charges, interest receivable, deposits, etc. 
In the liabilities there appears a “miscel- 
laneous” group including 94 billion out of 
a total of 385 billion, in which such un- 
related items appear as accrued expenses, 
dividends payable, trust funds, suspense 
items, etc. In order to permit compilation 
of the basic ratios, the assets and liabilities 
should be classified at least as between cur- 
rent and fixed, while the income statistics 
should at least show separately sales, cost 
of sales, and selling expenses. 

The writer ventures to suggest that the 
recommendations of the Joint Committee 
be approved in principle, and that the work 
of the Committee be continued in the next 
year. In the meantime it would seem de- 
sirable that the tentative report be pub- 
lished in order that the various members of 
the Association have an opportunity to 
make such suggestions as they may desire. 
If the Committee’s recommendations are 
adopted, contact will be established with 
the Bureau of Internal Revenue with a view 
to getting the recommendations adopted in 
whole or in part. 

Certain phases of the problem at least 
are of considerable importance to account- 
ants and teachers of accounting, and it is 
suggested that a consideration of the sta- 
tistics as now published would be of in- 
terest to all of the members of the Asso- 
ciation. The work of the Joint Committee 
has suggested to the writer the possibility 
of using the subject as a research prob- 
lem in connection with masters’ and doc- 
tors’ essays. . 
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DIVIDENDS AND THE GENERAL 
CORPORATION STATUTES 


L. L. Briees 


HE STATUTORY LAWS governing cor- 

porate dividends are significant to 

accountants and teachers of account- 

ing. Since the general corporation statutes 

containing them are not easily available 
I have made this summary. 

The directors of a corporation have 
power, in their discretion, to determine 
what, if any, dividends shall be declared 
and paid to stockholders. This is the gen- 
eral statutory rule which applies in all 
states and territories of the United States 
and which also prevails in England. The 
variations from it are few and slight. The 
rule applies in New Jersey’ unless other- 
wise provided in the certificate of incor- 
poration or in by-laws adopted by at least 
a majority of the stockholders. In Eng- 
land,* a company in general meeting may 
declare dividends, but the amount must not 
exceed the amount recommended by the di- 
rectors, 

The statutes of several jurisdictions give 
the stockholders power to exert a limited 
degree of pressure upon the directors in 
the matter of dividend declaration. In New 
Mexico® and Porto Rico,* unless otherwise 
provided in the certificate of incorpora- 
tion, the by-laws, or a resolution adopted 
by at least a majority of the stockholders, 
in January of each year, after making a 
reservation of working capital, the di- 
rectors must declare a dividend of the whole 
of the company’s profits exceeding the re- 
serve and pay it to the stockholders on de- 
mand. Kansas® and Texas® have statutes 


* General Corporation Act 1896, ch. 185, sec. 47, 
as amended to end of 1982. 

* The Companies Act 1929, First Schedule, Table 
A, sec. 89. 

* Statutes Annotated, Compilation 1929, ch. 32, 
sec. 156. 

*Private Corporations Act 1911, sec. 19, as 
amended 1916. 

* Revised Statutes 1923, ch. 17, art. 6, sec. 608. 

*Complete Statutes 1928, tit. 32, ch. 3, art. 1329. 


providing that when required by one-third 
of the stockholders the directors must re 
port the condition of the business and de 
clare and make such dividends from profits 
of the corporation as they shall deem expe 
dient, or as the by-laws may prescribe. Min- 
nesota’ has a similar provision which differs 
in that the directors must present a re 
port to the stockholders when required and 
they must not reduce the capital by a div- 
dend while there are outstanding liabilities, 

In Wisconsin,®* the circuit court has 
jurisdiction over directors, managers, 
trustees, and other officers of corporations 
to compel the distribution of net earnings 
and surplus derived from the sale or other 
disposition of capital assets among the 
stockholders when the directors unreason- 
ably refuse or neglect to make such dis- 
tribution. 

In Delaware,® Michigan,” and Ohio,” 
the directors of a corporation may set 
apart reserves from funds available for 
dividends for any given purpose or they 
may abolish such reserves. Stockholders 
have these powers in Arkansas,” but if the 
articles of incorporation so provide, di- 
rectors also may have them. Shareholders 
may set aside and abolish such reserves if 
Michigan,” if the articles of incorporation 
give them the proper authority. New Mexi- 
co™ and Porto Rico™ give directors the 
right to reserve an amount fixed by the 
stockholders as working capital before the 
payment of dividends. According to the 


* Statutes (Mason, 1927), ch. 58, sec. 7470. 

* Statutes 1931, tit. 16, ch. 286, sec. 32. 

® General Corporation Law, art. 1, sec. 34. 

” General Corporation Laws 1931, sec. 22. 

™ General Code, sec. 8623-38. 

® General Incorporation Act 1931, ch. 1, art. 1, 
sec. 25. 

* General Corporation Laws 1931, sec. 22. 

“Statutes Annotated, Compilation 1929, ch. 82, 
sec. 156. 

%* Private Corporations Act 1911, sec. 19, 3% 
amended 1916. 
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Dividends and General Corporation Statutes 


laws of England,** before recommending 
any dividend, the directors may set aside 
such reserves as they may think proper to 
meet contingencies, for equalizing dividends 
or for any purpose to which profits of a 
company may be properly applied. 

The general corporation statutes con- 
tain very little about the time for the dec- 
laration of dividends. The laws of Mis- 
souri’’ state that dividends may be declared 
“every six months or oftener, as the di- 
rectors may elect.” England,’* New Jer- 
sey,” and West Virginia” have statutes 
providing that such declarations may be 
made “from time to time” while Pennsyl- 
vania” permits dividends at “any time or 
times.” Pennsylvania” gives directors a 
statutory right to fix the time after dec- 
laration for the payment of dividends to 
stockholders or their legal’ representatives. 

There seem to be no statutory limita- 
tions on the amount of dividends. Penn- 
sylvania® allows directors to declare so 
much of net profits as dividends as shall 
appear advisable. In Maryland™ a divi- 
dend may not be limited to six per cent on 
any class of stock if a greater or less divi- 
dend is provided to be paid on such stock. 
Nevada® permits directors to declare as a 
dividend the corporation’s entire accumu- 
lated profits if a reserve is set aside. 

The statutes of North Dakota,” Okla- 
homa,”’ and South Dakota* provide that 
a dividend belongs to the person in whose 

“The Companies Act 1929, First Schedule, Ta- 


ble A, sec. 93. 
"Annotated Statutes 1932, ch. 32, art. 7, sec. 
4942 


*The Companies Act 1929, First Schedule, Table 
A, sec. 90, 

“General Corporation Act 1896, sec. 47, as 
amended to end of 1932. 

* Code 1982, ch. 31, sec. 3082. 

* Annotated Statutes (Purdon, 1930), tit. 15, sec. 
631, ch. 18. 

* Annotated Statutes (Purdon, 19380), tit. 15, ch. 
18, sec. 681. 

* Annotated Statutes (Purdon, 1980), tit. 15, ch. 
18, sec. 631. 

“Annotated Code 1924, art. 28, sec. 38, as 
amended Laws 1931. 

* Domestic Corporation Law 1908, sec. 66. 

* Civil Code, ch. 12, sec. 4532. 

* Statutes 1931, ch. 46, art. 4, sec. 9748. 
ee Laws 1929, part 17, ch. 1, art. 2, sec. 
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name the stock stands upon the books of 
the corporation on the day when it becomes 
payable. The Uniform Stock Transfer Act 
which has been adopted by twenty two 
states” and one territory” does not for- 
bid a corporation to recognize the exclusive 
right of a person registered on its books 
as the owner of shares to receive dividends. 
In California, Michigan,** and New 
York® dividends belong to stockholders on 
record when the stock transfer book is 
closed. However, the laws of Michigan™ 
state that the by-laws may authorize di- 
rectors to fix a date in advance of pay- 
ment when record owners will receive a divi- 
dend when it is paid. New York® has a 
similar statute but the date must not pre- 
cede payment by more than forty days. A 
transferee of stock has no claim against 
the issuing corporation for dividends un- 
til the transfer has been entered on the cor- 
porate records or a new certificate is issued 
to him.** 

The statutes of Montana*’ prescribe 
that holders of bearer certificates are en- 
titled to dividends except where dividend 
coupons are payable to bearer, then divi- 
dends are payable to the bearer of such 
coupons without production of the certifi- 
cates. 

In Alaska,* California,” and Florida,” 
a corporation may declare and pay divi- 
dends upon the basis of the consideration 


* Alabama, Arkansas, California, Colorado, Con- 
necticut, Idaho, Illinois, Louisiana, Maryland, Mas- 
sachusetts, Michigan, New Jersey, New York, Ohio, 
Pennsylvania, Rhode Island, South Dakota, Ten- 
nessee, Utah, Virginia, West Virginia, and Wis- 
consin. 

Alaska. 

* Civil Code 1931, div. 1, part 4, tit. 1, ch. 6, sec. 
318. 

* General Corporation Laws 1931, sec. 32. 

** Stock Corporation Law, art. 6, sec. 62. 

* General Corporation Laws 1931, sec. 32. 

** Stock Corporation Law, art. 6, sec. 62. 

* Maine, Revised Statutes 1930, ch. 56, sec. 44; 
Utah, Compiled Laws 1917, tit. 19, ch. 1, sec. 878; 
Vermont, General Laws, sec. 4935. 

* Revised Code 1921, part 3, ch. 5, sec. 5963. 

* Laws 1931, ch. 8, sec. 6. 

* Civil Code 1931, div. 1, part 4, tit. 1, ch. 11, sec. 
346b. 

“ Compiled General Laws 1927, div. 4, tit. 3, ch. 
4, art. 5, sec. 6538. 


art. 1, 
. 82, 
19, as 


182 


actually paid on the shares. The statutes 
of England“ provide that subject to the 
rights of persons entitled to shares with 
special rights as to dividends, all dividends 
must be declared and paid according to 
the amounts paid on the shares. If nothing 
has been paid on any of the shares, the 
dividends may be declared and paid accord- 
ing the amounts of the shares. 

All states and territories, by express 
provision or implication, permit cash divi- 
dends and stock dividends. California,“ 
Delaware,*® Indiana,** Louisiana* and 
Michigan“ allow property dividends. Divi- 
dends from the obligations of a corporation 
may be declared and paid in Michigan.*’ 
In Philippine Islands“ the statutes allow 
a bond dividend if holders of a least two- 
thirds of the outstanding stock entitled 
to vote give their approval of the distribu- 
tion. 

Provisions of the general corporation 
statutes in respect to the sources of divi- 
dends vary considerably in phraseology. 
Dividends may be declared from actual 
earnings,” net earnings or surplus of as- 
sets over liabilities including capital,” net 
earnings or net assets in excess of capital,” 
actual legitimate net earnings of its invest- 
ments,” earned surplus or net earnings,” 
net earnings and surplus of assets over lia- 
bilities and capital,™ earnings or surplus 
heretofore earned and not set aside for a 


“ The Companies Act 1929, First Schedule, Table 
A, sec. 92. 


“ Civil Code 1931, div. 1, part 4, tit. 1, ch. 11, sec. 


“ General Corporation Law, art. 1, sec. 35. 

“General Corporation Act 1929, art. 1, sec. 12. 

“ General Corporation Laws 1928, sec. 26. 

“General Corporation Laws 1931, sec. 23. 

“ General Corporation Laws 1931, sec. 23. 

“ Corporation Act 1906, sec. 16, as amended 1929. 

* Texas, Penal Code 1928, tit. 14, ch. 8, art. 1078. 

® Tennessee, Code 1982, ch. 5, art. 1, sec. 3737; 
Arkansas, General Incorporation Act 1931, ch. 1, 
art. 4, sec. 25; Florida, Compiled General Laws 
1927, div. 4, tit. 3, ch. 4, art. 7, sec. 6549. 

™ Virginia, Code 19380, ch. 147, sec. 3840. 

"= Georgia, Penal Code 1926, div. 11, art. 11, sec. 
740 


* Michigan, General Corporation Laws 1931, sec. 


Co Nevada, Domestic Corporation Law 1925, sec. 
26, as amended 1931. 
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special purpose,” profits,” net profits” 
surplus profits,” net profits or actual sur. 
plus,” net profits or surplus,” profits ac. 
tually earned and on hand,” net profits 
arising from the business,” profits arising 
from the business, earned surplus,” 
plus earnings or net profits,” surplus or 
net profits arising from the business,* 
surplus or net profits of the corporation," 
surplus of any profit arising from the busi- 
ness,” surplus profits arising from the 
business,” surplus of the aggregate assets 
over aggregate liabilities plus the amount 
of capital stock,” excess of the aggregate 
assets less deductions required over the ag- 
gregate liabilities plus stated capital,” 
and net assets in excess of capital.” 


South Carolina, Code 1982, ch. 70, sec. 1358. 

“ Maine, Revised Statutes 1930, ch. 56, sec. 87; 
Missouri, Annotated Statutes 1932, ch. 32, art. 1, 
sec. 4942; England, The Companies Act 1929, First 
Schedule, Table A, sec. 91. 

* Pennsylvania, Annotated Statutes (Purdon, 
1930), tit. 15, ch. 18, sec. 631; West Virginia, Code 
1982, ch. 31, sec. 3082; Wisconsin, Statutes 193], 
tit. 16, ch. 180, sec. 182.19. 

® Montana, Revised Code 1921, part 3, ch. 4, see 
5939, 

* Connecticut, Revised Statutes 1980, sec. 3386. 

® Oregon, Code 1930, tit. 25, ch. 2, sec. 25-219. 

“Us Compiled Laws 1917, tit. 19, ch. 1, sec 
869, as amend: 

“ Washington, Compiled Statutes (Remington, 
1922), sec. 3823. 

® Hawaii, Revised Laws 1925, ch. 189, sec. 3361, 
as amended 1929. 

“ California, Civil Code 1931, div. 1, part 4, tit. 
1, ch. 11, sec. 346. 

® Indiana, General Corporation Act 1929, art. 1, 
sec. 6. 

“New Jersey, General Corporation Act, 1896, 
ch. 185, sec. 80, as amended to end of 1932; New 
Mexico, Statutes Annotated, Compilation 1929, ch. 
82, sec. 185; North Carolina, Annotated Code 1931, 
ch. 22, art. 6, sec. 1179. 

* Rhode Island, General Laws, ch. 248, sec. 38, 
as amended to 1982. 

* Porto Rico, Private Corporation Act 1911, sec. 
19, as amended 1916. 

® Idaho, Compiled Statutes 1919, ch. 186, art. 3, 
sec. 4715; North Dakota, Civil Code, ch. 12, sec. 
45483; Oklahoma, Statutes 1931, ch. 46, art. 4, see. 
9763; Philippine Islands, Corporation Act 1906, sec. 
16, as amended 1929; South Dakota, Compiled Laws 
1929, = 17, ch. 1, art. 4, sec. 8789; Utah, Com- 
piled Laws 1917, tit. 118, ch. 52, sec. 8368. 

*” Louisiana, General Corporation Laws 1928, sec. 


26. 
™ Ohio, General Code, sec. 8628-38. 
™ Delaware, General Corporation Law, art. 1, sec. 
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The statutes of California,” Indiana," 
Louisiana,"® Michigan,” and Ohio” pro- 
hibit cash dividends from unrealized appre- 
ciation or assets. Indiana” also forbids 
property dividends from this source. Ohio,” 
however, allows stock dividends from un- 
realized appreciation. Its statutes provide 
that such dividends may be based upon ex- 
cess of assets created by revaluation of as- 
sets, including patents and goodwill. Wis- 
consin® goes still further and permits both 
cash and stock dividends to be based upon 
unrealized appreciation of property values. 

Louisiana prohibits cash dividends 
from surplus due or arising from profit on 
treasury shares before resale and from the 
unaccrued portion of unrealized profit on 
notes, bonds, or other obligations for the 
payment of money, purchased or otherwise 
acquired, unless these are: readily market- 
able, in which case they may be taken at 
actual market value, or from the unaccrued 
or unearned portion of any unrealized 
profit in any form whatever. 

Louisiana®? and Virginia® allow cash 
dividends from contributed or paid-in sur- 
plus if written notice as to the source is 
given to the stockholders receiving them 
at the time of payment. Indiana™ permits 
such dividends but has no notification re- 
quirement. Ohio® provides that whenever 
a dividend is paid, in whole or in part out 
of other than earned excess of assets, the 
stockholders receiving such dividends must 
be informed as to the source of the distribu- 
tion. California®® limits dividends from 
paid-in surplus to preferred stockholders. 


™ Civil Code 1981, div. 1, part 4, tit. 1, ch. 11, 
sec. 346. 

“General Corporation Act 1929, art. 1, sec. 12. 

*® General Corporation Laws 1928, sec. 26. 

“General Corporation Laws 1931, sec. 22. 

™ General Code, sec. 8623-38. 

* General Corporation Act 1929, art. 1, sec. 12. 

™ General Code, sec. 8623-389. 

® Statutes 1931, tit. 16, ch. 180, sec. 182.19. 

"General Corporation Laws 1928, sec. 26. 

"General Corporation Laws 1928, sec. 26. 

® Code 1930, ch. 147, sec. 3840. 

“General Corporation Act 1929, art. 1, sec. 6. 

* General Code, sec. 8623-38. 

* Civil Code 1931, div. 1, part 4, tit. 1, ch. 11, 
sec. 346. 
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Connecticut and Nevada® have stat- 
utes to the effect that dividends may be 
based upon surplus resulting from reduc- 
tion of capital. California’ permits only 
preferred dividends from this source. 

In Michigan” a corporation may de- 
clare and pay dividends from any surplus 
to its preferred stockholders. However, if 
the distribution is from other than earned 
surplus, the shareholders receiving it must 
be advised of the fact and the next annual 
statement must indicate the surplus from 
which the dividends were paid. 

The statutes of Colorado,” Maine,” 
Nevada,” New Jersey,“ and Ohio® per- 
mit dividends to be declared and paid from 
part of the consideration received for no- 
par stock which the directors have deter- 
mined to be surplus. The part of the con- 
sideration to be paid-in surplus must be 
determined at the allotment of the shares 
in Louisiana.” According to the corpora- 
tion law of Delaware,” directors have sixty 
days to determine what part is to be capi- 
tal and what part is to be surplus when 
no-par shares are issued for property other 
than cash. Dividends may be paid from this 
surplus. 

If there are no net assets in excess of cap- 
ital, Delaware® permits dividends to be 
paid out of the net profits for the fiscal 
year then current and/or the preceding fis- 
cal year. Despite impaired capital, Cali- 
fornia” allows dividends out of net profits 
earned during the next preceding account- 


* Revised Statutes 1930, sec. 3886. 

“Domestic Corporation Law 1925, sec. 26 as 
amended 1981. 

™ Civil Code 1931, div. 1, part 4, tit. 1, ch. 11, 


sec. 346, 

* General Corporation Laws 1931, sec. 22. 

* Annotated Statutes (Mills, 1924). 

@ Revised Statutes 1930, ch. 56, sec. 19, as 
amended. 

* Domestic Corporation Law 1925, sec. 26, as 
amended 19381. 

™ General Corporation Act 1896, ch. 185, sec. 30, 
as amended to end of 1982. 

* General Code, sec. 8623-38. 

** General Corporation Laws 1928, sec. 25. 

* General Corporation Law, art. 1, sec. 14 

* General Corporation Law, art. 1, sec. 34. 

* Civil Code 1931, div. 1, part 4, tit. 1, ch. 11, 
sec. 346. 
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ing dividend period which must not be less 
than six months nor more than one year. 

The statutes of Wisconsin’” provide 
that the amount paid for no-par shares 
at the.time of issuance is capital and must 
not be diminished by payment of dividends. 
However, if no-par shares are issued in ex- 
change for shares of an existing business 
having a surplus, such surplus may be re- 
tained as surplus available for dividend 
purposes. If no-par shares are sold by a 
corporation which has accumulated a sur- 
plus, such proportion of the price as shall 
bear the same proportion to the total price 
as the surplus bears to the total of capital 
and surplus of the corporation, by resolu- 
tion of the board of directors adopted 
prior to the sale of such stock, may be 
treated as surplus available for dividends. 
Kansas’ prohibits dividends on no-par 
stock from anything except net profits or 
surplus earnings. 

In Arkansas,’*” California,’ and Dela- 
ware,’* the general corporation statutes 
provide that, if there are no restrictions 
in the articles of corporation, directors 
may determine the net profits from the ex- 
ploitation of wasting assets without con- 
sideration of depletion from lapse of time 
or necessary consumption. If the articles 
so provide, Louisiana’® and Ohio*” permit 
a corporation whose business consists of 
the exploitation of wasting assets to pay 
dividends without making deductions for 
the depletion of such assets. The statutes 
of Indiana” state that a corporation may 
include a provision in its articles to the 
effect that depletion of wasting assets need 
not be deducted in computing surplus 
available for dividends. The Michigan’” 
law gives nothing about charter authoriza- 
tion but merely states that a corporation 


™ Statutes 1931, tit. 16, ch. 180, sec. 182.14. 

Revised Statutes 1923, ch. 17, art. 3, sec. 308. 

% General Incorporation Act 1931, ch. 1, art. 4, 
sec. 25. 

Civil Code 1931, div. 1, part 4, tit. 1, ch. 11, 
sec. 346. 

** General Corporation Law, art. 1, sec. 34. 

% General Corporation Laws 1928, sec. 26. 

#% General Code, sec. 8623-38. 

™ General Corporation Act 1929, art. 1, sec. 12. 
#8 General Corporation Laws 1981, sec. 22. 
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exploiting wasting assets need not deduct 
depletion when paying dividends. Cal. 
fornia’ permits a wasting asset corpora 
tion to ignore depletion but requires that 
adequate provisions be made for meeti 
liabilities and the amount due to stock pre- 
ferred as to assets in liquidation and also 
requires that the stockholders be notified 
that no deduction or allowance was made 
for depletion. In Louisiana’ the privilege 
of ignoring depletion is subject to the 
rights of shareholders of different classes 
while in Indiana™* dividends of a wasting 
asset corporation are paid subject to the 
rights of shareholders of different classes, 
It is interesting to note that both Indiana™ 
and Louisiana include assets with a lim- 
ited life, such as a lease for a term and 
patents, with wasting assets. 

The general corporation statutes con- 
tain very little information about the valu 
ation of assets when surplus for dividend 
purposes is being computed. Louisiana™ 
requires that proper allowance be made 
for depreciation and depletion sustained, 
«nd ascertained or known losses of every 
character. Deferred assets and prepaid ex- 
pense are considered assets only to the 
amounts not used or not accrued. Ver- 
mont*”* allows the directors to value the 
assets but in the valuation they must make 
proper allowance for depreciation or loss 
at the value fixed by the incorporators or 
stockholders. 

Although worded in a variety of ways, 
the statutes of many jurisdictions provide 
that the directors of a corporation may 
issue stock dividends to its stockholders if 
its surplus equals the value of the stock 
so issued and the surplus is reduced and 
the capital stock is increased by this 
amount.”* In Alabama™ directors must 


Civil Code 1931, div. 1, part 4, tit. 1, ch. ll, 
sec. 346. 

® General Corporation Laws 1928, sec. 26. 

™ General Corporation Act 1929, art. 1, sec. 12. 

™2 General Corporation Act 1929, art. 1, sec. 12. 

™8 General Corporation Laws 1928, sec. 26. 

™4 General Corporation Laws 1928, sec. 26. 

“8 General Laws, sec. 4939. 

1¢ Alabama, Code 1928, ch. 274, art. 4, secs. 6990, 
6991; Alaska, Laws 1931, ch. 8, sec. 17; Arkansas, 
General Incorporation Act 1981, ch. 1, art. 4, sec. 


be aut 
clare 
dend 
stock 
the ¢ 
of the 
Philip 
divide 
prova 
than 
and e 
Ale 
to be 
valu 
If a 
cont 
ing f 
forni 
shar¢ 
curr 
lows 
profi 
reali 
reali 
sale, 
on 
ment 
ear 
Mic 
clar 
and 
of 
amo 
cap 
no 
sha 
clas 
5; 
tit. 
Cor 
tate 
198 
ch. 
nes: 
gin 
sec 


Dividends and General Corporation Statutes 


be authorized by the stockholders to de- 
dare a stock dividend and if such a divi- 
dend necessitates an increase of capital 
stock this increase must be authorized by 
the consent of the holders of a majority 
of the stock outstanding. The statutes of 
Philippine Islands*** provide that no stock 
dividend may be issued without the ap- 
roval of stockholders representing not less 
than two-thirds of all stock outstanding 
and entitled to vote. 

Alabama’ permits no stock dividend 
to be based in whole or in part upon the 
valuation of other than tangible assets. 
If a stock dividend is from paid-in or 
contributed surplus and/or surplus aris- 
ing from reduction of stated capital, Cali- 
fornia’”’ requires that notice be given the 
shareholders of the source, prior to or con- 
currently with payment. Louisiana™ al- 
lows surplus for stock dividends to include 
profit on treasury stock before resale, un- 
realized appreciation of fixed assets, un- 
realized appreciation of inventories before 
sale, unaccrued portion of unrealized profit 
on notes, bonds, or obligations for pay- 
ment of money, unaccrued portion or un- 
earned portion of any form whatever. In 
Michigan'** stock dividends may be de- 
dared from appreciation in asset values 
and such dividends may be based upon part 
of money paid for stock which is over the 
amount declared by the directors to be 
capital. 

The statutes of Louisiana’” provide that 
no dividend payable in shares of any class 
shall be paid to shareholders of any other 
class, unless the articles so provide, or such 


%; Florida, Compiled General Laws 1927, div. 4, 
tit. 3, ch. 4, art. 7, sec. 6549; Louisiana, General 
Corporation Laws 1928, sec. 26; Maryland, Anno- 
tated Code 1924, art. 23, sec. 46, as amended Laws 
1981; New Jersey, General Corporation Act 1896, 
ch. 185, sec. 47, as amended to end of 1982; Ten- 
nessee, Code 1982, ch. 5, art. 1, sec. 3787; West Vir- 
ginia, Code 1932, ch. 31, sec. 3042. 

™ Code 1928, ch. 274, art. 4, sec. 6990. 

™* Corporation Act 1906, sec. 16, as amended 1929. 

™ Code 1928, ch. 274, art. 4, sec. 6991. 

™ Civil Code 1981, div. 1, part 4, tit. 1, ch. 11, 
sec. 346. 

™ General Corporation Laws 1928, sec. 

General Corporation Laws, secs. 20, 22 (1881). 

™ General Corporation Laws 1928, sec. 26. 
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payment is authorized by vote of the hold- 
ers of a majority of the shares of the class 
in which payment is to be made. 

Stock dividends may be declared and 
paid in capital stock without par value in 
Indiana,“** New Jersey,’ Ohio,’ and 
Wisconsin.**” Such dividends may be made 
in Michigan’ if the average original con- 
sideration for the no-par stock is carried 
from surplus to capital at the time of dec- 
laration and also in California’” if the 
estimated fair value of the stock is so 
treated. According to the statutes of Indi- 
ana,’ dividends payable in shares having 
no-par value shall be paid at such values 
as shall be fixed by the board of directors 
at the time such dividends are declared. 
Wisconsin*™’ requires that the directors’ 
resolution specify the amount of surplus 
distributed by a no-par stock dividend and 
this amount becomes capital. 

The laws of Indiana’ state that divi- 
dends payable in shares of capital stock 
having a par value shall be paid at par. 

The Ohio*” general corporation statutes 
provide that after the issue of share divi- 
dends, the corporation shall within sixty 
days file with the secretary of state a cer- 
tificate stating the number and classes of 
shares outstanding prior to and after the 
transfer of surplus to stated capital, the 
amount of surplus transferred to stated 
capital, and the stated capital which the 
corporation will thereafter have. 

As between life tenant and remainder- 
man, the laws of Connecticut’ provide 
that a stock dividend on trust stock is 
principal unless the trust instrument de- 
clares otherwise or the corporation declar- 
ing the dividend expressly declares the divi- 


*%* General Corporation Act 1929, art. 1, sec. 12. 

2% General Corporation Act 1896, ch. 185, sec. 47, 
as amended to end of 1932. 

226 General Code, sec. 8623-17. 

2 Statutes 1931, tit. 16, ch. 180, sec. 182.14. 

8 General Corporation Laws 19381, sec. 22. 

1 Civil Code 1931, div. 1, part 4, tit. 1, ch. 11, 
sec. 346a. 

%” General Corporation Act 1929, art. 1, sec. 12. 

#1 Statutes 1981, tit. 16, ch. 180, sec. 182.14. 

#82 General Corporation Act 1929, art. 1, sec. 12. 

18 General Code, sec. 8623-26. 

1% Revised Statutes 1930, sec. 4966. 
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dend to be from earnings of the company 
since the formation of the trust. Unless 
otherwise provided in the will or trust deed, 
stock dividends are principal in New 
York** so far as trusts created since 1926 
are concerned. 

Many jurisdictions’* permit a corpora- 
tion to issue stock preferred as to dividends 
which are payable before other classes of 
stock receive anything. These dividends 
may be cumulative. In New Jersey,’ no 
stock with par value may be created en- 
titling the holders to receive preferred divi- 
dends in excess of eight per cent per an- 
num. In Nevada,’™ the limit is ten per 
cent. The laws of New Jersey permit the 
board of directors to be empowered by the 
certificate of incorporation or amendment 
thereto to issue preferred stock in series 
with variations as to the rate of dividends 
payable thereon. In England,’ preference 
shares entitled to preference dividends out 
of the profits of each year in priority to 
ordinary shares may be issued by a com- 
pany. However, in any year if there are no 
profits available for payment of the full 
amount of the preferential dividend, no 
part of the deficiency may be made good 
out of the profits of any subsequent year, 
or out of any other funds of the company. 
The effect of this provision is to make the 
preferential shares non-cumulative. 

The statutes of New Jersey™ prescribe 


** Consolidated Laws (Cahill’s, 1980), ch. 42, sec. 
17-a. 

4 Alabama, Code 1928, ch. 274, art. 4, sec. 7005; 
Alaska, Laws 1981, ch. 8, sec. 5; Arkansas, General 
Incorporation Act 1931, ch. 1, art. 3, sec. 8; Colo- 
rado, Annotated Statutes (Mills, 1924); Delaware, 
General Corporation Law, art. 1, sec. 18; Kentucky, 
Statutes (Carroll, 1930), ch. 32, sec. 564; Maryland, 
Annotated Code 1924, art. 28, sec. 38, as amended 
to end of 1982; New Jersey, General Corporation 
Act 1896, sec. 18, as amended to end of 1982; New 
York, Stock Corporation Law, sec. 11; Nevada, 
Domestic Corporation Law 1908, sec. 10, as amended 
1929; Virginia, Tennessee, General Corporation Act 
1929, sec. 13; Virginia, Code 1980, ch. 147, sec, 3792; 
Wisconsin, Statutes 1931, tit. 16, ch. 180, sec. 182.13. 

™ General Corporation Act 1896, ch. 185, sec. 18, 
as amended to end of 1982. 

** Domestic Corporation Law 1903, sec 10, as 
amended 1929. 

%” The Companies Act 1863, sec. 14. 

+” General Corporation Act 1896, ch. 185, sec. 27, 
as amended to the end of 1982. 
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that, unless otherwise provided in the cep. 
tificate of incorporation or an amendment 
thereto, no corporation having preferred 
or special stock with limited or no voting 
powers may reduce the dividend rate or re. 
duce the right to cumulative dividends, 
This state also prohibits a corporation 
from changing preferred or special stock 
into other classes or common into preferred 
or special if the effect is to reduce the divi- 
dend rate and reduce the right to cum- 
lative dividends for preferred or special 
stock with limited or no voting power m- 
less two-thirds of the holders of such pre 
ferred or special stock vote in favor of the 
change. Maryland™’ has a statute to the 
effect that if the directors alter the fixed 
annual dividend on the preferred stock as 
set forth in the charter before the issue of 
such preferred, this information must be 
stated in articles supplementary to the 
charter. In Ohio,’* if the corporate charter 
does not state the dividend rate of shares 
of any class, it may authorize the directors 
to fix or alter the dividend rate, by adopt- 
ing an amendment to it. 

The general corporation statutes vary 
widely in their restrictions on the payment 
of dividends. Dividends must not impair or 
diminish capital,*** nor may they be paid 
while capital or capital stock is impaired.™ 
Dividends must not render a corporation 
insolvent’ nor may they be paid when a 
corporation is insolvent.*** Maine**’ pre 
scribes that dividends must not reduce capi- 


41 Annotated Code 1924, art. 28, sec. 38, as 
amended Laws 19381. 

12 General Code, sec. 8623-4 and sec. 8623-14. 

48 District of Columbia, Code 1929, tit. 5, ch. 9, 
sec. 278; Indiana, General Corporation Act 1929, 
art. 1, sec. 12; Maine, Revised Statutes 1930, ch. 56, 
sec. 87; New York, Stock Corporation Law, art. 6, 
sec. 58; Pennsylvania, Annotated Statutes (Purdon, 
1980), tit. 15, ch. 18, sec. 681; Wisconsin, Statutes 
1981, tit. 16, ch. 180, sec. 182.19. 

“New York, Stock Corporation Law, art. 6, 
sec. 58. 

“45 District of Columbia, Code 1929, tit. 5, ch. % 
sec, 278; Indiana, General Corporation Act 1929, 
art. 1, sec. 12; Oregon, Code 1930, tit. 25, ch. 2, sec. 
25-219. 

46 Indiana, General Corporation Act 1929, art. 1, 
sec. 12; Oregon, Code 1930, tit. 25, ch. 2, sec. 25 
219. 

1 Revised Statutes 1930, ch. 56, sec. 37. 
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tal until all debts due from the corpora- 
tion are paid. In California’* no dividends 
may be declared when there is reasonable 

und for believing that debts and lia- 
bilities exceed the corporate assets or that 
the corporation will be unable to meet its 
debts and liabilities as they mature. Ne- 
braska**® permits no dividends when a cor- 
poration has insufficient funds to meet its 
liabilities. The laws of New Hampshire pro- 
vide’ that no dividends may be declared 
and paid to stockholders when the corpora- 
tion’s property is insufficient or will be ren- 
dered insufficient for the payment of all its 
debts. 

A corporation must not distribute any 
part of its capital to stockholders in New 
Mexico,*** North Dakota,’*? Tennessee," 
and Rhode Island*™* while the statutes of 
New Jersey, North Carolina,’ Okla- 
homa,”*’ Philippine Islands,*** Porto 
Rico,”** and South Dakota™ prescribe that 
a corporation may not pay capital stock 
to its shareholders. 

The statutes of California’ and Dela- 
ware’ provide that if a corporation’s net 
assets are impaired through depreciation, 
losses, depletion, or otherwise, to an 
amount less than the aggregate amount 
payable to holders of stock preferred as to 
assets upon liquidation following dissolu- 
tion, no dividends may be declared or paid 


™ Civil Code 1981, div. 1, part 4, tit. 1, ch. 11, 
see. 346. 

“Compiled Statutes 1922, ch. 24, art. 2, sec. 218. 

™ Public Laws 1929, ch. 225, sec. 79, as amended 
1981, ch. 85. 

™ Statutes Annotated, Compilation 1929, ch. 82, 
sec. 135. 

Civil Code, ch. 12, sec. 4543. 

™ General Corporation Act 1929, sec. 48. 

™ General Laws, ch. 248, sec. 41, as amended to 
end of 1982. 

™ General Corporation Act 1896, ch. 185, sec. 80, 
as amended to end of 1932. 

™ Annotated Code 1981, ch. 22, art. 6, sec. 1179. 

™ Statutes 1931, ch. 46, art. 4, sec. 9768. 
ave Corporation Act 1906, sec. 16, as amended 


™ Private Corporation Act 1911, sec. 19, as 
amended 1916. 

on Compiled Laws 1929, part 17, ch. 1, art. 4, sec. 

9. 


™ Civil Code 1931, div. 1, part 4, tit. 1, ch. 11, 
sec. 846, 
™ General Corporation Law, art. 1, sec. 84. 
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except upon such shares until the value 
of the net assets is restored to the highest 
aggregate amount. 

South Dakota*® has a statute to the 
effect that no corporation may declare or 
pay any dividend reducing the amount of 
stated capital unless authorized at a meet- 
ing called for the purpose by a vote of two- 
thirds of each class of stock outstanding. 

The general corporation statutes of 
Ohio*“ provide that no dividend may be 
paid to the holders of any class of shares 
in violation of the rights of the holders of 
any other class of shares. The laws of In- 
diana*® prescribe that if a corporation has 
more than one class of shares issued and 
outstanding, no dividend payable in shares 
of any class may be paid to the holders of 
any other class unless provision is made 
in the articles or unless authorized by the 
affirmative vote or written consent of the 
holders of a majority of the shares of the 
class in which payment is to be made. 

Wisconsin’ prohibits dividends until 
fifty per cent of the authorized capital has 
been paid in. 

In North Carolina,’” a corporation must 
not pay dividends when debts, due or undue, 
exceed two-thirds of its assets. An excep- 
tion is made in the case of public service 
corporations which may pay dividends from 
surplus or net profits arising from their 
business except when their debts, due or un- 
due, exceed three-fourths of their assets. 

The directors under whose administration 
an unlawful dividend is declared and paid, 
except those present who caused their dis- 
sent to be entered upon the minutes of the 
directors at the time and those who were 
absent at the time, are jointly and severally 
liable to the corporation, and, in case of 
insolvency, to its creditors, to the amount 
of such dividend. This provision, with many 
variations, is found in the general corpora- 
tion statutes of all states and territories. 

Let us consider some of the variations 


#8 Corporation Laws, sec. 6, amended 1929. 

1 General Code, sec. 8623-38. 

%*’ General Corporation Act 1929, art. 1, sec. 12. 
1 Statutes 1981, tit. 16, ch. 180, sec. 182.19. 

1 Annotated Code 1981, ch. 22, art. 6, sec. 1179. 
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from the general rule governing the liability 
of corporate directors. In many states,’® 
an absent director upon learning of the un- 
lawful dividend must file a written dissent 
with the clerk or secretary of the corpora- 
tion in order to be exempt from liability. 
Maryland’*® requires the absent director 
to cause his dissent to be entered on the 
books within thirty days after learning of 
the unlawful declaration. An absent direc- 
tor is exonerated in New Hampshire” if 
he does not advise or consent to the distribu- 
tion. Ohio*™” provides that the absent direc- 
tor must send his dissent by registered mail 
to the secretary of the corporation. Absent 
directors are not liable in South Dakota’*” 
and Texas’ while the statutes of Wash- 
ington exonerate absent trustees from lia- 
bility. Rhode Island*™ has a statute to the 
effect that only the directors who vote for 
an unlawful dividend are liable to the re- 
ceiver, assignee or trustee in bankruptcy. 
Consequently, the absent director is exon- 
erated without action on his part in this 
jurisdiction. 

The statutes of District of Columbia’ 
and Wyoming’ exempt directors from lia- 
bility if at any time before payment they 


** Arkansas, General Incorporation Act, 1931, ch. 
1, art. 4, sec. 26; Delaware, General Corporation 
Law, art. 1, sec. 35; Florida, Compiled General 
Laws 1927, div. 4, tit. 8, art. 14, sec. 6581; Kansas, 
Revised Statutes 1923, ch. 17, art. 6, sec. 609; Mis- 
souri, Annotated Statutes 1982, ch. 32, art. 1, sec. 
4569; New Jersey, General Corporation Act 1896, 
ch. 185, sec. 30, as amended to end of 19382; New 
Mexico, Statutes Annotated, Compilation 1929, ch. 
32, sec. 185; North Carolina, Annotated Code 19381, 
ch. 22, art. 6, sec. 1179; Oregon, Code 1930, tit. 25, 
ch. 2, sec. 25-219; Pennsylvania, Annotated Statutes 
(Purdon, 1930), tit. 15, ch. 38, sec. 1595; Porto 
Rico, Private Corporations Act 1911, sec. 19, as 
amended 1916; Tennessee, General Corporation Act 
1929, sec. 48; Texas, Compiled Statutes 1928, tit. 
82, ch. 3, art. 1847. 

* General Corporation Laws 1931, sec. 48. 

™” Public Laws 1929, ch. 225, secs. 80, 81, amended 
1931, ch. 85. 

™ General Code, sec. 8628-124. 

™ Compiled Laws 1929, part 17, ch. 1, art. 4, 
sec. 8789. 

"8 Complete Statutes 1928, tit. 32, ch. 3, art. 1847. 

™ Compiled Statutes (Remington, 1922), sec. 

3 


™ General Laws, ch. 248, sec. 41, as amended to 


8 Code 1929, tit. 5, ch. 9, sec. 181. 
7 Revised Statutes 1981, ch. 28, art. 1, sec. 181. 
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file certificates of their objection in writ 
ing with the clerk or secretary of the cor 
poration and with the register of deeds ip 
the county or district. 

Delaware’ and New Mexico*™ permit 
both the present and absent dissenting d- 
rectors to exonerate themselves by publish- 
ing their dissent in a newspaper in the 
county where the corporation has its prix 
cipal office. 

Kansas’” and New Hampshire*®° require 
a present dissenting director to file an ob 
jection to the unlawful dividend if he desires 
to escape liability. Virginia’ holds liable 
those directors who are present and know 
of the violation of the dividend statutes but 
who do not dissent. 

The statutes of Arkansas,**? Mary- 
land,’** Nevada,'** New Jersey,’** Ohio,™ 
and Tennessee**’ provide that directors are 
not liable for unlawful dividends unless the 
violation of the law was willful and negli 
gent. Rhode Island*** requires that the vio- 
lation must have been intentional and wil- 
ful. The statutes of Florida,’*® Iowa,” 
Kansas,’™ Louisiana,’®? and Minnesota™ 
provide that the directors must have know- 
ingly violated the dividend statutes before 
they are liable. In Louisiana™ directors are 
liable if they do not exercise that diligence, 
care and skill which ordinarily prudent men 
in like positions would exercise under simi- 


1 General Corporation Law, art. 1, sec. 35. 

78 Statutes Annotated, Compilation 1929, ch. 32, 
sec. 135. 

1” Revised Statutes 1923, ch. 17, art. 6, sec. 609. 

*% Pyblic Laws 1929, ch. 225, secs. 80, 81, amended 
1931, ch. 85. 

1 Code 1930, ch. 147, sec. 3840. 

82 General Incorporation Act 1981, ch. 1, art. 4, 
sec, 26. 

1% General Corporation Laws 1931, sec. 48. 

4 Domestic Corporation Laws 1925, sec. 75, a8 
amended 1931. 

88 General Corporation Act 1896, ch. 185, sec. 30, 
as amended to end of 1932. 

1% General Code, sec. 8623-123b. 

% General Corporation Act 1929, sec. 48. 

188 General Laws, ch. 248, as amended to 1982. 

* Compiled Laws 1927, div. 4, tit. 3, art. 1, sec. 
6050. 

1% Code 1981, ch. 384, sec. 8378. 

1 Revised Statutes 1923, ch. 17, art. 6, sec. 60% 

1 General Corporation Laws 1928, sec. 27. 

8 Statutes (Mason, 1927), ch. 58, sec. 7776. 

General Corporation Laws 1928, sec. 27. 
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lar conditions. Maryland*” makes trustees, 
managers, or directors liable if they do not 
make reasonable inquiry. According to the 
statutes of Vermont,*®* directors who assent 
to an unlawful dividend but do not act in 

d faith or with reasonable skill and care 
are liable for such dividend. 

In Connecticut,’*’ Iowa,’** Maryland,’ 
and West Virginia,*” directors declaring 
and paying an unlawful dividend are liable 
only for the corporate debts than existing. 
District of Columbia,”” Kansas,”* Ken- 
tucky,”"* Missouri,”* New Hampshire,” 
Oregon,” Pennsylvania,” Texas,”* and 
Wyoming*” have statutes providing that 
directors are liable for all corporate debts 
then existing and those thereafter con- 
tracted while they remain in office. Colo- 
rado*”’ has a similar provision but it differs 
in that the liability remains only while the 
capital is diminished. 

California** and New Jersey”* have 
statutes to the effect that directors are 
liable to the stockholders severally for the 
full amount of any loss sustained by such 
stockholders from an illegal dividend. The 
laws of Georgia®** make the president, di- 
rectors or other agents of a corporation 
liable for double the amount of damages 


2 


™ Annotated Code 1924, art. 23, sec. 86, as 
amended Laws 1981. 

™ General Laws, sec. 4989. 

™ Revised Statutes 1981, sec. 3386. 

% Code 1981, ch. 384, sec. 8878. 

™ Annotated Code 1924, art. 23, sec. 86, as 
umended Laws 1981. 

™ Code 1982, ch. 31, sec. 3090. 

™ Code 1929, tit. 5, ch. 9, sec. 278. 

™ Revised Statutes 1928, ch. 17, art. 6, sec. 609. 

™ Statutes (Carroll’s, Baldwin’s Revision 1980), 
ch. 82, sec. 548. 
co Annotated Statutes 1982, ch. 82, art. 1, sec. 

9. 

** Public Laws 1929, ch. 225, secs. 80, 81, amended 
1981, ch. 85. 

* Code 1980, tit. 25, ch. 2, sec. 25-219. 

™ Annotated Statutes (Purdon, 1980), tit. 15, 
ch. 38, sec. 1595. 

* Complete Statutes 1928, tit. 32, ch. 3, art. 1847. 

™ Revised Statutes 1931, ch. 28, art. 1, sec. 181. 

™ Annotated Statutes (Mills, 1924), ch. 34, div. 
l, sec. 1009. 

™4 Civil Code 1981, div. 1, part 4, ch. 14, sec. 368. 

™ General Corporation Act 1896, ch. 185, sec. 30, 
a8 amended to end of 1982. 

™ Civil Code 1926, tit. 2, ch. 1, art. 6, sec. 2246. 
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any person may sustain in consequence of 
an unlawful dividend distribution. 

Directors or officers who knowingly de- 
clare and pay unlawful dividends are held 
criminally liable in many states.”* Accord- 
ing to the statutes of Arizona” and New 
York** the offending directors are guilty 
of a misdemeanor. 

Penalties for violation of the dividend 
statutes vary. Georgia™’ and Kentucky” 
give none. Iowa*”® specifies no definite pen- 
alty but states that the offending directors 
are liable to fine, imprisonment, or both, at 
the discretion of the court. In Connecti- 
cut, the guilty directors are liable to a 
fine of not more than five hundred dollars. 
South Carolina”* makes such directors 
liable to a fine of not less than five hundred 
dollars or imprisonment for not less than 
six months. Vermont™? makes the guilty 
directors liable to a fine of not more than 
one thousand dollars, nor less than five 
hundred dollars, or imprisonment for not 
more than twelve months, nor less than six 
months or both. Maine*** prescribes a fine 
of not more than two thousand dollars and 
imprisonment for less than one year. Min- 
nesota** makes the offending directors 
guilty of a felony and liable to a fine of not 
more than five thousand dollars or three 
years in prison or both. Texas’ seems to 
be more severe for it provides that whoever 
in any manner participates in declaring, 
issuing or paying an unlawful cash dividend 


2% Arizona, Revised Code 1928, ch. 108, art. 9, sec. 
4804; Connecticut, Revised Statutes 19381, sec. 3386; 
Georgia, Annotated Code, Penal (Park, 1914), div. 
11, art. 11, sec. 740; Iowa, Code 1981, ch. 384, sec. 
8878; Kentucky, Statutes (Carroll, 1980), sec. 550; 
Maine, Revised Statutes 1980, ch. 56, sec. 37; Min- 
nesota, Statutes (Mason, 1927), ch. 58, sec. 7489; 
South Carolina, Code 1982, ch. 70, sec. 1853; Texas, 
Penal Code 1928, tit. 14, ch. 8, sec. 1078. 

25 Revised Code 1928, ch. 108, art. 9, sec. 4804. 

216 Penal Law, sec. 664. 

2 Annotated Code, Penal (Park, 1914), div. 11, 
art. 11, sec. 740. 

= Statutes (Carroll, 1980), sec. 550. 

2% Code 1981, ch. 384, sec. 8378. 

2 Revised Statutes 1931, sec. 3886. 

21 Code 1982, ch. 70, sec. 1853. 

222 General Laws, sec. 4989. 

223 Revised Statutes 1980, ch. 56, sec. 37. 

24 Statutes (Mason, 1927), ch. 58, sec. 7489. 

25 Penal Code 1928, tit. 14, ch. 8, art. 1078. 
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shall be confined in the penitentiary for a 
term not exceeding ten years. 

Directors who are liable for unlawful 
dividends are also liable for interest on such 
dividends in Delaware,” Maryland,” New 
Mexico,*” North Carolina,””® and Rhode 
Island.**”° Maryland™ sets the rate at six 
per cent while the others have no rate re- 
quirement. 

In Arkansas,”** Delaware,** and Ne- 
vada, directors are fully protected from 
liability for unlawful dividends if they rely 
in good faith upon the corporate books of 
account or statements prepared by any of 
its officers as to the value and amount of the 
corporate assets, liabilities or net profits, 
or any other facts pertinent to the existence 
and amount of surplus or other funds from 
which dividends might properly be declared. 
California,” Ohio,”** and Tennessee”’ 
have statutes which are essentially similar. 
California*® provides that the statements 
prepared by the officers may be certified by 
public accountants selected with reasonable 
care while Ohio*” requires that such state- 
ments be certified by public accountants of 
good reputation. Ohio*® does not hold di- 
rectors negligent if in good faith they con- 
sider assets at the book values nor if they 
follow what they believe in good faith to be 
sound accounting and business practice. 
Maryland™ does not hold directors liable 
if the surplus or net profits from which the 


** General Corporation Law, art. 1, sec. 35. 

** General Corporation Laws 1931, sec. 48. 

8 Statutes Annotated, Compilation 1929, ch. 32, 
sec. 135. 

2® Annotated Code 1931, ch. 22, art. 6, sec. 1179. 

** General Laws, ch. 248, sec. 41, as amended to 
1982. 

™ General Corporation Laws 1931, sec. 48. 

™ General Incorporation Act 1931, ch. 1, art. 4, 
sec. 25. 

** General Corporation Law, art. 1, sec. 34. 

Domestic Corporation Law 1925, sec. 26, as 
amended 1931, 

8 Civil Code 1981, div. 1, part 4, tit. 1, ch. 14, sec. 


** General Code, sec. 8623-123b. 

** General Corporation Act 1929, sec. 48. 

*® Civil Code 1981, div. 1, part 4, tit. 1, ch. 14, sec. 
263. 
2 General Code, sec. 8623-128b. 

General Code, sec. 8623-123b. 

*2 Annotated Code 1924, art. 28, sec. 86, as 
amended Laws 1981. 
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dividend is declared is determined in ac- 
cordance with good accounting practice, 
The statutes of Iowa*’ provide that divi- 
dends made in good faith before knowledge 
of the occurrence of loss will not render the 
directors liable. 

The statutes of Arkansas,”* Connecti- 
cut,“* and Florida*” provide that before 
creditors can bring an action against di- 
rectors for an unlawful dividend they must 
first obtain a judgment against the cor- 
poration and this judgment must have been 
returned unsatisfied. According to the laws 
of Texas** a creditor must make a reason- 
able effort to collect the amount of his 
judgment against the corporation before 
he has a right to bring action against the 
directors. 

Now let us consider the form of action 
available to creditors against directors re- 
sponsible for illegal distributions to stock- 
holders. Maine*™*’ permits any creditor to 
recover unlawful dividends in an action on 
the case. Vermont*** makes the assenting 
directors liable in action of tort. The stat- 
utes of Virginia’*® provide that a bill of 
equity may be filed in behalf of the cor- 
porate creditors. 

According to the West Virginia” stat- 
utes directors liable for an unlawful divi- 
dend may be proceeded against separately 
or jointly. 

The period of time within which action 
must be brought against directors guilty of 
declaring unlawful dividends in order to fix 
their liability varies to some extent. Ar- 
kansas,” Florida,”? Ohio,”* and Tennes- 


8 Code 1931, ch. 384, sec. 8878. 

** General Incorporation Act 1931, ch. 1, art. 4 
sec. 26. 

4 Revised Statutes 1931, sec. 3386. 

™*5 Compiled General Laws 1927, div. 4, tit. 8, ch. 
4, art. 14, sec. 6581. 

*® General Corporation Act 1929, sec. 48. 

*7 Revised Statutes 1930, ch. 56, sec. 37. 

6 General Laws, sec. 4939. 

2® Code 1930, ch. 147, sec. 3840. 

2 Code 1932, ch. 31, sec. 3090. 

*4 General Incorporation Act 1981, ch. 1, art. 4 
sec. 26. 

2 Compiled General Laws 1927, div. 4, tit. 8, art. 
14, sec. 6581. 

=3 General Code, sec. 8623-1238c. 
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limit it to two years; Maryland” 
and Nevada” limit it to three years; while 
Delaware,’ New Jersey,”** New Mexico,” 
North Carolina,” Porto Rico,” and 
Rhode Island*** have statutes providing 
that the action must be brought within six 
years from time of payment to the stock- 
holders. According to the laws of Mon- 
tana*®* and South Dakota™ no statute of 
limitations is a bar to a suit against cor- 
porate directors. 

Directors against whom a claim is as- 
serted or who are held liable on account of 
unlawful dividends are entitled to contribu- 
tion from other directors who are liable in 
a proportionate ratio in California, In- 
diana,”® and Ohio.” California™ and In- 
diana” make an exception when the paying 
directors are guilty of fraud. 

In some jurisdiction, directors who are 
compelled to pay creditors on account of 
unlawful dividends are entitled to contribu- 
tion from the corporation’s stockholders. 
According to the statutes of Ohio,” di- 
rectors against whom a claim is asserted or 
who are held liable on account of unlawful 
dividends have a right of contribution 
against shareholders who knowingly ac- 
cepted or received such dividends in propor- 
tion to assets received by such shareholders. 
West Virginia” holds stockholders jointly 


*# General Corporation Act 1929, sec. 48. 

*5 General Corporation Laws 19381, sec. 48. 

** Domestic Corporation Law 1925, sec. 75, as 
amended 1981. 

* General Corporation Law, art. 1, sec. 35. 

** General Corporation Act 1896, ch. 185, sec. 30, 
as amended to end of 1982. 

*” Statutes Annotated, Compilation 1929, ch. 32, 
sec. 135. 

* Annotated Code 1981, ch. 22, art. 6, sec. 1176. 

** Private Corporation Act 1911, sec. as amended 
1916. 
en Laws, ch. 248, sec. 41, as amended to 
1912. 

** Revised Code 1921, part 3, ch. 4, sec. 5989. 
ine Compiled Laws 1929, part 17, ch. 1, art. 4, sec. 

™ Civil Code 1981, div. 1, part 4, tit. 1, ch. 14, 
sec. 3638. 

** General Corporation Act 1929. 

General Code, sec. 8623-128b. 

*® Civil Code 1981, div. 1, part 4, tit. 1, ch. 14, 
sec. 368. 

* General Corporation Act 1929. 

™ General Code, sec. 8623-123b. 

4 Code 1982, ch. 31, sec. 3090. 


141 


and severally liable to the directors to the 
amount received to reimburse directors for 
any sums they may be compelled to pay 
creditors on account of illegal dividend dis- 
tributions. In Louisiana,””* when directors 
are liable on the sole ground of negligence, 
they have a right of action against each 
shareholder for his proportionate amount 
of an unlawful dividend. The statutes of 
Maryland’® provide that directors who re- 
pay unlawful dividends to the corporation 
are subrogated to the rights of the corpora- 
tion against the persons who received it. 

If a corporation is unable to meet its 
debts, stockholders who have knowingly ac- 
cepted an unlawful dividend are individually 
liable to the company to the extent of the 
amount so received in California,” Iowa,?™ 
Louisiana,” Ohio,” and Rhode Island.?” 
Louisiana’” limits stockholders’ liability to 
the time when no director is liable or to the 
extent creditors are unable to collect. Vir- 
ginia”® and West Virginia™ hold the re- 
cipients of an unlawful dividend to be liable 
to creditors to the amount of such distribu- 
tion. In Mississippi*” the receiving stock- 
holders are jointly and severally liable to 
creditors whose debts then existed to the ex- 
tent of the dividend. The statutes of New 
Hampshire*’* make the stockholders liable 
to the amount of the dividend for the debts 
of the corporation then existing or after- 
ward contracted until the amount is re- 
turned to the corporation or is paid to 
the creditors of the company. In Wiscon- 
sin,” shareholders are liable to restore the 
full amount of the unlawful distribution un- 
less the capital subsequently is made good. 
The laws of Maine** provide that no divi- 
~~ 24 General Corporation Laws 1928, sec. 27. 

“8 Annotated Code 1924, as amended Laws 1981. 

74 Civil Code 1931, div. 1, part 4, tit. 1, ch. 14, sec. 
ne Compiled Code 1931, sec. 8878. 

6 General Corporation Laws 1928, sec. 27. 

*™ General Code, sec. 8623-123b. 

778 General Laws, ch. 248, sec. 38, as amended 1982. 

7 General Corporation Laws 1928, sec. 27. 

2 Code 1980, ch. 147, sec. 3840. 

1 Code 1982, ch. 31, sec. 3090. 

*2 Annotated Code 1980, ch. 100, sec. 4149. 

2% Public Laws 1929, ch. 225, sec. 82, as amended 
1981, ch. 85. 


4 Statutes 1931, tit. 16, ch. 180, sec. 182.19. 
5 Revised Statutes 1980, ch. 56, sec. 108. 
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dend from capital stock or in violation of 
law is valid against any person having a 
lawful and bona fide judgment against the 
corporation. Iowa”® holds stockholders 
liable if the payment of dividends leaves in- 
sufficient funds to meet liabilities. 

California,” Ohio,“*® and Rhode 
Island*** hold the stockholder who receives 
an unlawful dividend liable for interest on 
the distribution. 

Before a creditor may enforce his rights 
against a stockholder he must have ob- 
tained a judgment or decree against the 
corporation which must have been returned 
unsatisfied.”” 

Rhode Island*”’ requires that action be 
brought against stockholders for unlawful 
dividends within six years after receiving 
them and within one year after the return 
of an unsatisfied judgment against the cor- 
poration. Louisiana”’ gives a two-year 
time limit from date of final judgment 
against the directors for the creditors to 
bring action against the shareholders while 
directors must bring action against the 
shareholders within two years from date of 
restitution. 

Rhode Island*** permits action against 
‘stockholders for unlawful dividends to be 
brought at common law or equity by a re- 
ceiver, assignee, or trustee in bankruptcy. 
Vermont™ prescribes action of contract 
brought by the corporation, receiver, or 
any successor or assignee for the purpose 
of recovering unlawful dividends received 
by stockholders. In West Virginia”® the 
stockholders’ liability may be enforced in 
equity by a bill filed by any creditor or di- 
rector. 


26 Code 1981, ch. 384, sec. 8878. 

* Civil Code 19381, div. 1, part 4, tit. 1, ch. 14, 
sec. 364. 

8 General Code, sec. 8623-123b. 

* General Laws, ch. 248, sec. 38, as amended to 
1932. 

* Rhode Island, General Laws, ch. 248, sec. 38, 
as amended to 1932. 

™ General Laws, ch. 248, sec. 88, as amended to 
1932. 

* General Corporation Laws 1928, sec. 27. 

® General Laws, ch. 248, sec. 88, as amended to 
1982. 

*™ General Laws, sec. 4940. 

5 Code 1982, ch. 31, sec. 3090. 
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Wisconsin*” has a peculiar provision in 
respect to dividends. According to its laws 
no credit is given for any dividend declared 
and applied on the payment of stock sub- 
scriptions in an action by or for benefit of a 
creditor against a stockholder to recover 
what may be due and unpaid on such stock, 

Any stockholder who pays more than his 
just share of an unlawful dividend may 
compel other stockholders who received the 
dividend to contribute their just propor- 
tion of the sum so paid by him in Rhode 
Island**”’ and Vermont.” 

Florida*” has a statute to the effect that 
payment of dividends leaving insufficient 
funds to meet outstanding liabilities works 
a forfeiture of the corporate charter and of 
all powers and privileges conferred. Iowa™ 
has a similar law. 

A corporation may hold up dividends 
from its stockholders for various reasons. 
The Vermont®” statutes provide that in 
case of reduction of capital stock, divi- 
dends shall not be paid to any stockholder 
until he surrenders his stock for cancella- 
tion and the issue of new stock. Ohio*” has 
a law to the effect that if it becomes desir- 
able in the discretion of the board of diree- 
tors to require holders of outstanding stock 
to surrender and exchange their shares, 
such holders have no right to dividends 
after notice until they comply with the 
order. 

The statutes of West Virginia®” provide 
that if a stockholder is indebted to the cor- 
poration, his dividend or so much as is 
necessary, may be applied to the payment 
of such indebtedness if then due and pay- 
able. In England® no dividend may be paid 
in respect of any share until all calls then 
due to respect of that and every share held 
by the person to whom such dividend may 


2 Statutes 1931, tit. 16, ch. 180, sec. 182.11. 

2 General Laws, ch. 248, sec. 39, as amended to 
1932. 

8 General Laws, sec. 4940. 

Compiled General Laws 1927, div. 4, tit. 3 
ch. 2, art. 1, sec. 6049. 

% Code 1931, ch. 384, sec. 8379. 

%1 General Laws 1917, sec. 4932, as amended 1925. 

% General Code, sec. 8623-30. 

8 Code 1982, ch. 31, sec. 3082. 

* Company Clauses Act 1845, sec. 123. 
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be payable shall have been paid. According 
to the laws of Utah,*” a corporation has a 
lien on dividends for any amount due on the 
shares of a delinquent stockholder. 

The general corporation laws of a few 
states give the procedure to be followed in 
case dividends are unclaimed by the stock- 
holders. If dividends remain unclaimed after 
dissolution, the statutes of Connecticut®” 
require the trustees to turn them over to the 
state treasurer who must hold them for ten 
years. The stockholders to whom they are 
due may claim these dividends within that 
period of time but they are entitled to no 
interest. If the dividends are not claimed, 
the amount of the distribution plus the in- 
terest goes to the general funds of the state. 
In California,®”’ the unclaimed dividend 
must be deposited in the state or county 
treasury or with some bank or trust com- 
pany in the state with a statement of the 
name of the person entitled to the dividend, 
the terms when the dividend was declared, 
and any information available about the 
residence of the person entitled to it. If the 
dividend is not claimed within three years, 
itmay be distributed pro rata among those 
others who were shareholders at the time 
of the declaration. The statutes of Massa- 
chusetts*’ provide that once in five years 
every corporation must publish a list of all 
dividends unclaimed for two years or more 
and the names of the persons to whose 
credit such dividends stand. 

According to the statutes of Califor- 
nia*’® and Ohio,**° any officer, director, em- 
ployee, or agent of a corporation who know- 
ingly gives false information about divi- 
dends is personally liable, jointly and sev- 
erally, for all loss and damage to any per- 
son suffering from the act. However, in 
Ohio, the action to enforce liability must be 
brought within four years. 


“Corporation Laws, sec. 881, as amended to 


1982 
™ Revised Statutes 1980, sec. 8477. 
™ Civil Code 1981, div. 1, part 4, tit. 1, ch. 15, 
sec, 408d. 
General Laws, ch. 155, sec. 47. 
Pre Civil Code 19381, div. 1, part 4, tit. 1, ch. 14, sec. 
367. 
™ General Code, sec. 8623-128. 
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In California,*** Massachusetts,”** Mon- 
tana,*** North Dakota,*** South Dakota,*™ 
Utah,*** and West Virginia,’ treasury 
stock has no dividend rights. Dividends 
must be apportioned upon the outstanding 
stock in these jurisdictions. 

In Ohio,*** unless otherwise provided, no 
dividends need be paid on scrip issued in 
place of a fractional share. 

If a dissenting stockholder demands pay- 
ment for his shares he is not entitled to re- 
ceive dividends on them. However, if he 
abandons his demand and a majority of the 
board of directors consents to a withdrawal 
of the demand, the stockholder is entitled 
to the dividends he would have had.*” 

The statutes of England*” provide that 
no dividend shall bear interest against a 
company. 

Ohio*™ has a statute to the effect that 
at the meeting at which directors are to be 
elected, every corporation, except banks, 
must lay before the shareholders a state- 
ment of the dividends paid up to a date not 
more than four months before the meeting 
from the date of the last statements. 

Tennessee*”? permits a corporation to 
guarantee payment of dividends on any 
shares of any other corporation in which it 
has an interest. 

If a share of stock in a company has 
several joint holders, the laws of England** 
allow any one of them to give an effectual 
receipt for a dividend. 

In conclusion it may be stated that the 
dividend provisions of the general corpora- 


1 Civil Code 1981, div. 1, part 4, tit. 1, ch. 10, 
sec. 342b. 

312 General Laws, tit. 22, ch. 156, sec. 20. 

38 Revised Code 1921, part 3, ch. 7, sec. 5985. 

314 Compiled General Laws, ch. 12, sec. 4582. 

*° Corporation Laws, part 17, ch. 1, art. 5, sec. 
8807. 

*6 Corporation Laws, sec. 918, as amended to 
1932. 

* Corporation Laws 1930, ch. 31, art. 1, sec. 38. 

%18 General Code, sec, 8623-30. 

#® Michigan, General Corporation Laws 1981, sec. 


44. 

2 The Companies Act 1929, First Schedule, Table 
A, sec. 96. 

31 General Code, sec. 8623-64. 

* General Corporation Act 1929, sec. 12. 

8 The Companies Act 1929, First Schedule, Table 
A, sec. 94, 
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tion statutes vary unreasonably from jur- 
isdiction to jurisdiction. The conditions un- 
der which corporations transact business 
are not so different in various sections of 
the country that such great variations are 
necessary or desirable. I believe that a uni- 
form corporation law adopted by the states 


and territories or a federal corporation lay 
would be helpful because it would tend to 
eliminate some of the uncertainty which off 
cers of corporations doing business in sey- 
eral jurisdictions must feel under existing 
conditions in regard to the declaration and 
payment of dividends. 
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SOME LEGAL AND ACCOUNTING QUESTIONS 
PRESENTED BY THE MICHIGAN GEN- 


ERAL CORPORATION ACT* 


FLercHEer LEwIs 


Michigan Society of Certified Public 

Accountants to discuss the legal and 
accounting questions involved in the capi- 
tal stock provisions of the Michigan Gen- 
eral Corporation Act adopted in 1981, it 
was understood that my discussion would 
be primarily from the viewpoint of the cor- 
poration lawyer. I am not an accountant 
and do not profess to have any technical 
knowledge of the theoretical accounting 
problems. Nevertheless, in the actual prac- 
tice of corporation law it becomes essen- 
tial to gain some understanding of certain 
accounting principles involved in the prep- 
aration of a corporate balance sheet and 
presented in every corporate security is- 
sue. These accounting principles are inter- 
related with important legal principles and 
are of general application quite independ- 
ent of the provisions of any particular 
corporation statute. 

For the past three years it has been my 
arduous duty, as well as my great privi- 
lege, to act as the Chairman of the Draft- 
ing Committee of a Special Corporation 
Law Committee of the Chicago Bar Asso- 
ciation, which has been engaged in the 
preparation of a complete Business Cor- 
poration Act for the State of Illinois, de- 
signed to supersede the antiquated and 
wholly unsatisfactory Act now in force. 
The bill for such an Act is now pending 
before the General Assembly. In that work 
the necessity of giving recognition to cer- 
tain sound accounting principles has been 
one of the important matters we have had 
to consider. Our Committee sought the ad- 
vice and counsel of the Illinois Society of 


[ ACCEPTING the invitation from the 


“An address before the Michigan Society of 
omg Public Accountants at Detroit on March 


Certified Public Accountants in dealing 
with those particular provisions of our pro- 
posed Act which directly involved account- 
ing questions, so I am not an entire 
stranger to some of the problems which 
are presented to accountants. I have par- 
ticipated in a number of exceedingly in- 
teresting discussions with a Special Com- 
mittee from the Illinois Society of Certified 
Public Accountants and I found, not en- 
tirely to my surprise, that there are about 
as many differences of opinion among the 
accountants themselves as there are among 
lawyers. I found, for example, that it took 
something like three or four years for a 
Special Committee of the American Insti- 
tute of Accountants to reach an agreement 
upon a definition of “earned surplus,” but 
that the American Institute has not yet 
officially adopted the report of its Spe- 
cial Committee. It seemed obvious there- 
fore that we lawyers should not attempt a 
statutory definition of “earned surplus” in 
the drafting of our Illinois Act, although 
it would have simplified some of our draft- 
ing problems if we could have safely used 
that term. 

As the result of these experiences, I 
have developed some definite convictions 
about certain fundamental legal and ac- 
counting principles that, in my opinion, 
should apply to all corporations and which 
constitute the background of what I shall 
have to say not only with respect to cer- 
tain provisions of the Michigan statute, but 
also with respect to the broader obligation 
that must be faced by all accountants who 
place their certificate on a corporate bal- 
ance sheet. 

While I propose to make some criticism 
of certain provisions of the Michigan Act, 
nevertheless I first desire to say that the 
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Act is a great improvement over the for- 
mer Michigan corporation statutes and re- 
flects much credit on those members of the 
Michigan Bar who undertook the task of 
completely rewriting the basic corporation 
code for that State. It places Michigan 
well in line with the requirements of mod- 
ern corporate practice and at the same 
time represents an honest effort to protect 
the shareholders and the public. One seri- 
ous handicap which cannot be remedied by 
statute, but which should be remedied by 
an amendment to the State Constitution, is 
the Michigan constitutional provision lim- 
iting the corporate existence to thirty 
years. 

In any discussion of those provisions of 
the Michigan Act which directly involve 
accounting problems and the treatment of 
capital and surplus as defined by that Act, 
it is necessary to understand clearly the 
meaning of the word “capital” as therein 
used. It is not used in the ordinary eco- 
nomic acceptance of the term. It does not 
mean the total assets of the corporation, 
but only that part of the consideration re- 
ceived for issued shares which is required 
by the provisions of the Act to be cred- 
ited to the capital stock account plus such 
additional sums as may be transferred 
thereto pursuant to subsequent action by 
the Board of Directors. The court deci- 
sions dealing with “capital” and “capital 
stock” are frequently confusing and mis- 
leading, and with the development of the 
theory of shares without par value and the 
privilege conferred by many statutes to 
make an allocation of the consideration 
between so-called “capital” and surplus, 
the ambiguity has been increased rather 
than decreased. In using the word “capital” 
I shall therefore use it in the restricted 
legal application which is given to it by 
the Michigan statute and which is substan- 
tially equivalent to “stated capital” as de- 
fined in our proposed Illinois Act. 

By Section 10* of that statute the cor- 
poration is given power to acquire its own 
shares, provided that “no corporation shall 


* All references herein are to the sections of the 
Act itself, to-wit, Act 327, P. A. 1931. 
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use its funds or property for the purchase 
of its own shares of capital stock when 
such use would cause any impairment of 
the capital of the corporation.” 

By Section 17 it is provided that “any 

or all of the shares may have par value 
or may have no par value, as provided in 
the articles.” 
' By Section 20 it is provided that the 
Board of Directors may by resolution “de- 
termine that only a part of the considera- 
tion which shall be received by the corpora- 
tion for any of the shares of its capital 
stock which it shall issue from time to time, 
shall be capital” but with a limitation to 
the effect that the capital must be at least 
equal to the par value of all issued shares 
having a par value, and with the further 
limitation that at least fifty per cent of 
the consideration received for shares with- 
out par value shall be capital. 

I find no specific provision that that 
part of the consideration not allocated to 
capital shall be actually designated or iden- 
tified as paid-in surplus or capital surplus 
so as to clearly distinguish it from other 
surplus accounts. The same section does 
provide, however, that “the excess, if any, 
at any given time, of the total net assets 
of the corporation over the amount so de- 
termined to be capital, shall be surplus.” 
This constitutes a statutory definition of 
the term “surplus,” although it is a de- 
cidedly flexible definition as will hereinafter 
be noted. There is also the further very ex- 
cellent provision that the corporate books 
shall be so kept as to indicate the division 
of the surplus accounts between surplus 
arising from earnings and surplus arising 
from other sources. 

The provisions relating to dividends, 
other than so-called “liquidating divi- 
dends,” are to be found in the last sentence 
of Section 20 and in Section 22. Section 
22 provides that dividends may be paid 
“either from earned surplus or from net 
earnings” but that “in determining earned 
surplus, appreciation of value of assets of 
the corporation shall not be included until 
realized.” The same section also provides 
that dividends on preferred shares may be 
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paid from any surplus, provided that if 
paid from other than earned surplus the 
shareholders shall be advised to that effect 
at the time of payment of the dividend. 
This section also provides that if stock 
dividends are declared payable in shares 
without par value then “there shall be 
transferred to capital at least the equiva- 
lent in value per share of such dividends as 
equals the average original consideration 
amount per share of the shares without par 
value outstanding at the time of such dec- 
laration which is carried as capital.” The 
last sentence of Section 20 provides that 
nothing contained in the Act shall prevent 
a corporation from declaring a stock divi- 
dend from surplus created as in that sec- 
tion provided, i.e., surplus created through 
allocation of a part of the consideration re- 
ceived for issued shares. 

The foregoing constitute those provi- 
sions of the Act which directly affect the 
work of accountants in the preparation of 
the corporate balance sheet, with the im- 
portant exception of Section 37 relating 
to the redemption and purchase of pre- 
ferred shares. Before discussing that sec- 
tion, which is so drafted as to require spe- 
cial consideration, I should like briefly to 
analyze the provisions just referred to and 
see to what extent the way has been left 
open for unsound corporate practices. 

We, in Illinois, have been giving careful 
consideration to the corporate abuses which 
have been brought to the light of day by 
some of our recent experiences. One of the 
most flagrant of these abuses is the use 
of the company’s capital in the purchase of 
itsown shares. The Michigan Act provides, 
as above stated, that a corporation may 
purchase any of its outstanding shares if 
the funds used for that purpose do not im- 
pair its capital. When is the capital im- 
paired ? 

Isuppose that sound accounting practice 
no longer gives recognition to purchased 
shares on the asset side of the balance sheet, 
but I suppose also that many accountants 
have met pressure from the officers to have 
purchased shares regarded as a corporate 
asset and included in the investment ac- 
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count, especially if the shares of the cor- 
poration have a quoted market value. If 
that is a permissible practice (and I can 
find no express prohibition against it in 
the Michigan Act), then it is possible for 
a corporation to purchase its own shares 
by the use of funds equivalent to its entire 
capital, without any effect whatsoever on 
its surplus account as reflected by the bal- 
ance sheet, and make some claim that the 
procedure was justified. Doubtless the in- 
tent of the statute is to require a direct 
deduction from surplus, and the accountant 
who sets up treasury shares on the asset 
side to replace cash paid for such shares 
and fails to appropriate surplus in an 
amount equal to the expenditure will pre- 
sent a balance sheet which probably legally, 
and certainly actually, misrepresents the 
facts. 

Even where the accountant insists that 
treasury shares shall not appear on the 
asset side of the balance sheet and that the 
cost of the acquisition of such shares shall 
be a direct deduction from surplus, there 
is still serious difficulty. Suppose the cor- 
poration has an issue of preferred shares 
without par value sold at $100 per share 
and the Board of Directors, acting within 
its authority, has allocated this considera- 
tion, $50 to capital and $50 to surplus. 
There is nothing in the act to prevent the 
use of that portion of the consideration 
paid in by the preferred shareholders and 
so allocated to surplus, for the purchase 
of common stock from favored owners 
thereof. In other words, $50 out of each 
$100 paid in by the preferred shareholders 
can be used pursuant to express statutory 
permission to “bail out” the holders of com- 
mon shares. This is an unwarranted cor- 
porate practice and should be clearly pro- 
hibited. 

The plain truth is that a corporation 
should not be permitted to traffic in its own 
shares at all and conduct operations to 
maintain the market value of such shares 
out of any funds contributed by the share- 
holders and that, except for certain special 
purposes, such as the actual redemption of 
its preferred shares or the acquisition of 
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its own shares as security for indebtedness 
to the corporation previously incurred, the 
purchase of its own shares should be strict- 
ly limited to the use of funds not in excess 
of the amount of its earned surplus. The 
Michigan Act imposes no such limitation. 

It seems to me there is further difficulty 
in the use of the term “net assets” in the 
definition of surplus. Does the term “net 
assets” include treasury shares? Again, I 
take it, sound accounting practice would 
not do so, but there is certainly no prohibi- 
tion on which accountants may rely. Un- 
realized appreciation in asset value may 
not be used in determining the earned sur- 
plus, but there is no prohibition against its 
use for the purpose of determining “net as- 
sets,” and thereby increasing the surplus 
available for the purchase of shares 
through a mere write-up of book values. 

In Illinois, in our pending bill, we have 
defined “paid-in surplus” as the entire con- 
sideration received by the corporation for, 
or on account of, all issued shares, which 
has not been allocated to stated capital. 
Admittedly, this definition does not cover 
all items which might be properly credited 
to paid-in surplus under sound accounting 
practice, but by so defining it we accomplish 
a very definite purpose. For the purpose 
of determining the right of a corporation 
to purchase its own shares or to pay divi- 
dends, we have provided that “net assets” 
shall not include purchased shares, and we 
have further provided that a corporation 
shall not purchase, either directly or in- 
directly, its own shares when its net assets 
as so defined are less than the sum of its 
stated capital, its paid-in surplus, and any 
surplus arising from unrealized apprecia- 
tion in value. Therefore, without the neces- 
sity of attempting a definition of “earned 
surplus,” the practical effect is to limit the 
use of funds for the purchase of shares to 
an amount substantially equivalent to the 
actual earned surplus of the corporation. 

There is another important matter in- 
volved in the issue of preferred shares with- 
out par value, wherein it seems to me the 
Michigan Act is deficient. I suppose there 
are very few preferred stock provisions now 
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being written which do not give to preferred 
shareholders a preferential right in the ay 
sets of the corporation in event of liquide- 
tion. The usual provision in event of volun 
tary liquidation is that they shall be pre. 
ferred up to the redemption or call price, 
and in event of involuntary liquidation that 
they shall be preferred up to a price which 
is ordinarily not out of line with the con 
sideration for which they are issued and 
sold. Suppose preferred shares without par 
value are issued and sold at $100 per share, 
the voluntary liquidation price is $110 per 
share and the involuntary liquidation price 
is $100. Suppose further that the Board 
of Directors allocates $50 per share to 
capital and $50 per share to surplus. Has 
the accountant done his entire duty when 
he sets up $50 per share in the capital ae- 
count? Has he properly advised the com- 
mon shareholders that in event of involun- 
tary liquidation the preferred shareholders 
are entitled to $50 more per share out of 
any assets than may be available after set- 
tling with creditors? Still more important, 
what justification is there (beyond the ex- 
cuse that the statute permits it) for allo- 
cating to surplus any part of the considera- 
tion paid in by preferred stockholders, 
when the entire consideration paid by them 
does not exceed the involuntary liquidating 
value? Some of the fraudulent practices 
which have come to my attention have been 
made possible under the provisions of the 
lax statutes of certain states, where statu- 
tory permission is given to allocate to sur- 
plus a large part of the consideration re- 
ceived for preferred shares, and then pro- 
ceed to use funds equivalent to this surplus 
either for the purchase of common stock or 
the payment of cash dividends on common 
stock. The Michigan statute prohibits the 
use of such surplus as the basis for divi- 
dends on common stock, but not for the 
purchase of shares. No allocation of the 
consideration received for shares having 4 
preferential right in the assets should be 
permitted that will reduce the capital rep- 
resented by such shares below the liquidat- 
ing value of such shares in event of invol- 
untary liquidation. 
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[ now desire to consider briefly the equal- 
ly vital question of what are the proper 
sources of dividends. I recognize that any 
adequate consideration of this contro- 
yersial matter is entirely beyond the bounds 
of this discussion. The Legislatures and 
the courts have laid down numerous rules 
and there is much confusion in the cases. 
For example, one rule frequently referred 
to is that dividends are payable out of 
profits only. We are immediately con- 
fronted with the questions, what are profits 
and what is capital. But something must 
be done. Some of the greatest frauds which 
corporations have practiced upon both 
their own shareholders and the general pub- 
lie in recent years have been effected 
through the declaration of dividends under 
corporation acts which fail to impose prop- 
er limitations. While there-may be room 
for difference of opinion as to the proper 
use of certain types of surplus assets which 
may appear on a balance sheet, the statute 
should leave no doubt as to certain funda- 
mental limitations. 

One of the important dividend provisions 
of the Michigan Act is that the Board of 
Directors may declare and pay dividends 
“either from earned surplus or from net 
earnings.” This is certainly ambiguous, 
leaving both the lawyer and the accountant 
to guess as to its meaning. The manner 
in which the language is used leads to the 
belief that the Legislature must have in- 
tended that “earned surplus” means one 
thing and “net earnings” means something 
different. In the succeeding sentences of the 
same section only the term “earned sur- 
plus” is used. This would tend to confirm 
the belief that “net earnings” is not in- 
tended to be synonymous with “earned sur- 
plus.” If surplus has been wiped out 
through losses and the capital has been 
impaired, obviously there would be no 
earned surplus available for dividends. But 
if by “net earnings” is meant the excess 
of income over expenses for a particular 
fiscal period and such “net earnings” are 
intended as a source of dividends regard- 
less of capital impairment, there is pre- 
sented an entirely different situation. Sup- 
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pose, for example, that at the beginning 
of a certain fiscal year, the balance sheet 
shows a surplus deficit of $75,000 incurred 
through previous losses, so that there is 
a capital impairment of that amount; that 
during such fiscal year the company’s busi- 
ness prospers so that after deducting from 
its gross earnings all operating expenses, 
interest charges, maintenance and depre- 
ciation and any other items properly 
chargeable against such gross earnings 
there remains an excess over all expenses 
for that fiscal year in the amount of 
$50,000. In other words, there is a net 
profit on the year’s operations of $50,000. 
If this sum is applied against previous 
losses, the capital is still impaired to the 
extent of $25,000. Is the phrase “net earn 
ings” as used in this section of the Act the 
same thing as the net profit for the par- 
ticular fiscal period, and is it intended that 
dividends may be declared and paid there- 
from regardless of capital impairment? The 
language of the statute appears to be an 
adaptation from the Delaware statute 
which, subject to certain exceptions, ex- 
pressly authorizes the payment of dividends 
“out of the net profits for the fiscal year 
and for the preceding fiscal year,” even 
though there be an impairment of capital. 
If the interpretation just suggested is cor- 
rect, the Michigan statute goes even fur- 
ther than the Deicware statute. On the 
other hand, Michigan is one of the states 
which adopted and has consistently fol- 
lowed the so-called “trust fund doctrine” 
that the capital of the corporation consti- 
tutes a trust fund for the benefit of its 
creditors, and, without a more definite 
statutory pronouncement, it is at least 
doubtful whether the courts will say that 
this statute modifies that doctrine. Unless 
the statute is clarified by amendment, it is 
my opinion that a situation is presented 
where the Supreme Court of the State will 
have “the last guess” and where there is 
likely to be legislation under the guise of 
judicial decision. I would certainly feel 
that where an impairment of capital exists, 
neither lawyers nor accountants could safe- 
ly advise their corporation clients that 
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“net earnings” for a particular fiscal period 
may be used for the payment of dividends. 

The Act also provides that unrealized 
appreciation shall not be taken into ac- 
count in determining “earned surplus.” 
This is sound as far as it goes and is aimed 
at the unwarranted practice of a mere 
“write-up” of book assets to create a sur- 
plus against which the declaration and pay- 
ment of dividends may be charged. But it 
does not go far enough. It should be care- 
fully noted that the prohibition against un- 
realized appreciation is merely that it shall 
not be included in earned surplus, and it is 
expressly provided that nothing contained 
in the Act shall prevent a corporation from 
using any surplus as the basis of dividends 
on preferred shares, if the shareholders are 
advised at the time of payment that such 
payments are from sources other than 
earned surplus. In other words, there is 
nothing to prevent the use of a mere “write- 
up” of book assets as the basis of divi- 
dends on preferred shares. In my opinion, 
the prohibition should be that no dividend, 
other than a stock dividend, shall be paid 
out of or charged against surplus arising 
out of unrealized appreciation in value of 
assets. There are those who would go even 
further and say that unrealized apprecia- 
tion is not a proper basis even for a stock 
dividend. I am not yet prepared to go that 
far, as I do not see any serious danger in 
merely capitalizing such unrealized appre- 
ciation. I am opposed, however, to its use 
as a basis of actual distribution of assets 
in the form of an ordinary dividend, al- 
though there may be occasional individual 
instances where such a rule may work some 
hardship. Even though the preferred 
shareholders are notified that dividends so 
received are not paid out of earned surplus, 
the fact that book values may be written 
up to create a fictitious surplus constitutes 
a basis for fraud. It permits the payment 
of dividends although the corporation has 
no surplus created by actual earnings, and, 
in frequent instances, will permit such pay- 
ment even though the corporation has been 
operating at a loss. 

As to stock dividends payable in shares 
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without par value and the requirement of 
the Michigan Act that there shall be trans 
ferred to capital at least an amount equive- 
lent to the average original consideration 
of the shares without par value outstand- 
ing which is then carried as capital, it 
seems to me there is a peculiar result. As 
I read the provision, if a corporation has 
1,000 preferred shares without par value 
represented by capital of $100,000 and 
1,000 common shares without par value 
represented by capital of $10,000, ora 
total of 2,000 shares without par value rep- 
resented by a total capital of $110,000, 
and a stock dividend is declared payable 
in 1,000 common shares without par value, 
this would require the transfer from sur 
plus to capital of $55 per share. I doubt 
seriously whether this was the intention, 
but the average amount per share is not 
computed on the capital attributable to the 
shares of the class in which the dividend 
is payable, but on all outstanding shares 
without par value, regardless of class. This 
is a matter which accountants must watch 
very carefully, unless the statute is clar- 
fied 

Not every one will agree with my cor 
clusions, but to summarize my views | 
would say that the statute should place 
at least the following limitations on the 
payment of dividends: 

(a) No dividend should be declared or 
paid at a time when the corporation is i- 
solvent or its net assets (not including in 
net assets treasury shares) are less than 
its capital or when the payment thereof 
would render the corporation insolvent or 
reduce its net assets below its capital; 

(b) Paid-in surplus should not be made 
the basis for the payment of dividends, 
except dividends payable upon preferred 
shares, in which event the source of such 
dividends should be disclosed to the share 
holders concurrently with payment there 
of ; 

(c) No dividend, except a stock divr 
dend, should be declared or paid out of 
surplus arising from unrealized apprecit 
tion in value or revaluation of assets; 


(d) If a stock dividend is declared pay 
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able in shares without par value, such 
shares should be issued at a definite stated 
value in dollars to be fixed by the Board of 
Directors by resolution at the time, which 
value must bear a reasonable relation to 
the consideration already received by the 
corporation for the shares of that class, 
and there must be transferred to capital 
an amount of surplus equal to the aggre- 
gate value so fixed, and the amount per 
share so transferred must be disclosed to 
the shareholders receiving such dividends 
concurrently with the payment thereof ; 

(e) No dividend should be declared or 
paid contrary to any restrictions contained 
in the Articles of Incorporation, thus en- 
abling a corporation to further protect 
preferential shareholders where special cir- 
cumstances may warrant such action. 

This brings me to a consideration of Sec- 
tion 87 relating to the redemption of 
shares. While I do not know what may have 
transpired during the progress of this bill 
through the Legislature, we all know that 
members of every Legislature frequently 
mutilate a well drafted bill by ill-considered 
amendments. The curious language of this 
section indicates that something of that 
kind probably happened. The first sentence 
of this section provides that a corporation 
may redeem its preferred shares at such 
price as may be fixed by the -Articles of 
Incorporation. The next sentence provides 
that it may purchase such shares, at not 
exceeding the redemption price, but only 
from surplus. It is then provided that the 
corporation may apply to such redemption 
an amount out of its capital which shall 
not exceed that part of the consideration 
for said shares constituting capital plus 
any amounts by which the capital has been 
inereased by transfers from surplus. Then 
in the same sentence the Act provides that 
no such redemption or purchase shall be 
made out of capital unless the remaining 
assets shall be sufficient to pay the debts 
of the corporation. This is confusing and 
apparently inconsistent because the same 
paragraph says that purchases may be 
made only out of surplus, and yet the 
Phrase just above referred to seems to im- 
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ply that purchases (as distinguished from 
redemption) may be made out of capital, 
if the remaining assets are sufficient to pay 
debts. This inference is further seemingly 
justified by the language of the next sen- 
tence which reads, “The shares so redeemed 
or purchased by the application of capital” 
shall thereupon have the status of author- 
ized but unissued shares. In other words, 
there is an apparent contradiction between 
the sentence which says that purchases may 
be made only out of surplus and the lan- 
guage immediately following which at least 
quite definitely infers that purchases may 
be made by the use of capital, if the re- 
maining assets shall be sufficient to take 
care of all debts the payment of which 
shall not have been otherwise expressly pro- 
vided for. 

In the March, 1988, issue of the Ac- 
countine Review there is an article by 
Mr. Robert E. Payne entitled “Net Worth 
Under the Delaware and Michigan Cor- 
poration Laws,” wherein he very appropri- 
ately raises this same inquiry. In connec- 
tion with his discussion of the matter he 
makes reference to a letter from the office 
of the Secretary of State of Michigan at- 
tempting to reconcile these provisions by 
making a distinction between purchase of 
preferred shares before the redemption date 
and the requirement to redeem when the 
time limit has expired. The explanation 
seems highly unsatisfactory, and, in my 
opinion, neither accountants nor lawyers 
may safely rely on any such construction. 
Unless the statute is clarified by amend- 
ment, this would appear to present another 
question which must be determined by the 
courts. 

I now desire to consider another ques- 
tion very directly affecting accounting 
practice generally, and which is not limited 
to the Michigan Act, but is applicable un- 
der the majority of corporation acts. It 
is my contention that a balance sheet 
should not only clearly reflect the actual 
effect upon the assets of the corporation re- 
sulting from the repurchase of issued 
shares, but that accountants, under penal- 
ty of possible liability for damages, have 
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no license to adjust the capital account 
of a corporation in violation of statutory 
provisions. Time and again officers, di- 
rectors and shareholders have been misled 
by this practice. 

Let me make the point clear by an illus- 
tration. Suppose the X corporation has is- 
sued and outstanding 10,000 shares of 
common stock, par value $100 per share, 
and that it has an earned surplus of 
$250,000, so that its net worth will be 
shown as follows: 


Net Worth: 

Common Stock: Par value 
$100 per share; 10,000 
shares authorized, issued, 
and outstanding 

Earned surplus 


Total Net Worth 


Subsequently, the corporation purchases 
2,500 shares at $100 per share, which are 
then held in the treasury. Even under so- 
called conservative accounting practice, 
which does not show such purchased shares 
as an asset, and which will therefore reduce 
the net worth by $250,000, the net worth 
will appear under the practice to which I 
refer as follows: 


Net Worth: 
Common Stock: Par value 
$100 per share; author- 
ized and issued 10,000 


Less 2,500 shares reacquired 


at $100 per share and 
held in treasury 


Earned surplus 


$1,000,000 


Total Net Worth 


This constitutes a plain misstatement of 
the facts. The capital is not $750,000, but 
$1,000,000. The earned surplus is not even 
“ear-marked” as having been appropriated, 
and the directors and officers are led to 
believe that the entire $250,000 is avail- 
able for dividends when the actual fact is 
that not a dollar is available for that pur- 
pose. 


The principle involved is that the capi- 


The Accounting Review 


tal of the corporation (let me again em- 
phasize the fact that I am using the word 
“capital” in its restricted legal significance) 
is an amount determined by law and sub 
ject to change only by following the pro- 
cedure prescribed by statute for the formal 
reduction of capital. A corporation does 
not effect a reduction of its legal capital 
by the act of purchasing or acquiring its 
own shares for the treasury, except in those 
cases where, depending upon the provisions 
of the statute and charter provisions, pre- 
ferred shares upon being acquired by the 
issuing corporation are ipso facto retired 
and cancelled. The purchase or acquisition 
of common stock for the treasury is not one 
of the formal methods provided by law for 
the reduction of capital. 

Some accountants have argued that 
while this may be correct as to par value 
shares, the same principles do not apply 
to shares without par value. This is wrong 
and the same principles do apply. It is 
correct that the capital of a corporation 
having shares without par value usually 
may be more readily increased through 
transfers from surplus to capital, and per- 
haps under a few lax statutes more readily 
decreased, but such a corporation neverthe- 
less has a legal capital which is subject to 
change only in the manner provided by law, 
and the corporation and its accountants 
are bound by those provisions. 

Let me use another illustration. Suppose 
the Y corporation has an authorized “capi- 
talization” of 50,000 shares without par 
value; that upon organization 25,000 
shares are issued at a price of $10 per 
share; that subsequently the remaining 
25,000 shares are issued at $80 per share, 
and that no allocations are made to sur 
plus at the time of either issue, so that the 
total capital applicable to the issued shares 
is $1,000,000. Suppose it then accumulates 
an earned surplus of $250,000 and sub- 
sequently acquires 10,000 of its issued 
shares which are held in the treasury 
which it acquired at a cost of $20 per share. 

Accounting firms of well recognized 
standing will set up the net worth section 
of the balance sheet in this way: 
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The Michigan General Corporation Act 


Net Worth: 
Common Stock: Authorized 
50,000 shares, no par, 
whereof issued 50,000 
shares at average stated 
value of $20 per share. . . .$1,000,000 
Less 10,000 shares reac- 
quired at $20 per share 


and held in treasury .... 200,000 


Total Net Worth $1,050,000 


Other equally well recognized account- 
ing firms, acting on the theory that shares 
without par value merely represent the 
equity of the shareholders, will identify the 
net worth section under the heading 
“Equity of Shareholders” and will reflect 
the result of the foregoing transactions as 
follows : 

Equity for Shareholders: 
No par common stock: 50,000 shares 
authorized and issued at average price 
of $20 per share, less 10,000 shares 
repurchased at $20 per share 


$1,050,000 


Total Equity for Shareholders 


The officers, directors and shareholders 
look at a statement like either of the fore- 
going illustrations, and what do they see? 
First, a capital liability reduced to 
$800,000 when no legal proceedings have 
been taken to so reduce it. Second, a sur- 
plus of $250,000, when the fact is that their 
corporation has an actual surplus avail- 
able for dividends of only $50,000, for the 
act of the corporation in purchasing its 
shares must of necessity be accompanied 
by the complementary act of parting with 
or using $200,000 of its available assets. 
Acting on the figures shown, the Board of 
Directors then declare a dividend equal to 
one-half of the seemingly available surplus, 
or $125,000, and in those states which pro- 
hibit impairment of capital thereby lay the 
foundation for a joint and several personal 
liability of $75,000. Not only has a divi- 
dend been improperly declared, but the vast 
majority of the shareholders will be com- 
pletely misled and agreeably surprised at 
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what they are led to believe is the splendid 
financial condition of their company. 

I cannot too strongly emphasize that 
the capital in the illustration given is 
$1,000,000. It is the amount fixed by the 
statute, and not merely a book entry to 
be juggled by the accountant. While the re- 
sult under each illustration is entirely mis- 
leading, the first form at least gave some 
recognition of the fact that there was a 
capital account of $1,000,000, whereas the 
second form even more deliberately ignores 
the fact that there is a legal capital for 
shares without par value. I repeat that 
the accountant has no authority or basis on 
which that item may be changed uniil the 
capital has been lawfully reduced by ap- 
propriate corporate action in the manner 
provided by statute. 

I recently saw the balance sheet of a 
large corporation as of December 81, 1982, 
the shares of which are listed on one of the 
leading stock exchanges, prepared and cer- 
tified to by a nationally known firm of cer- 
tified public accountants in a form some- 
what approximating the above illustration 
wherein the net worth is entitled “Equity 
for Shareholders,” except that it was in- 
excusably worse. In this particular in- 
stance the accountants had traveled the 
downward path still further by failing to 
show either the price at which the shares 
were originally issued and sold or the price 
at which treasury shares had been pur- 
chased, and in addition had set up a large 
item on the asset side under the heading 
of “Investments” entitled “Payments for 
Purchase of Company’s Own Shares,” with- 
out any differentiation between three 
classes of shares with respect to which pur- 
chases had been made and all of which were 
without par value. How can it possibly be 
contended that such a balance sheet does 
not misstate the facts? 

We have an actual case in our office at 
the present time which will very clearly il- 
lustrate the danger. In this case a corpora- 
tion client repurchased a substantial block 
of common stock from a certain shareholder 
who was out of sympathy with the business 
policies of the company. The purchase re- 
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quired the use of funds equivalent to prac- 
tically all the available surplus. We ad- 
vised against the purchase because it was 
apparent that the company was faced with 
further losses before its business could 
again show a profit on operations. The 
president of the company then consulted 
his accountant, a partner of a well recog- 
nized accounting firm, who advised him 
that the purchase would not affect the sur- 
plus item in the company’s balance sheet. 
Against our advice the purchase was made, 
and the accounting method which was 
adopted charged the purchase price, which 
approximated the original issue price, to 
capital. Since that time, losses have more 
than wiped out the real surplus remaining 
after the purchase. There is today an ac- 
tual impairment of capital to the extent of 
approximately $50,000, but the balance 
sheet still reflects a fair sized surplus ac- 
count. The company has an issue of pre- 
ferred shares entitled to cumulative divi- 
dends, and the next step will be that the 
directors will declare and pay this dividend 
out of the apparent surplus, whereupon it 
is not unlikely that they will be called upon 
to face a charge of personal liability for 
the declaration and payment of that divi- 
dend at a time when the capital was actual- 
ly impaired. If they should be held liable, 
then the question will be squarely presented 
as to whether this firm of accountants can 
be made to respond in damages. 

Why in the name of common sense not 
present the net worth facts in their true 
legal significance and in such form and 
with such explanations of each item that 
the business man of average intelligence 
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can understand them, and so that both 


creditors and shareholders may know the | 


true financial status of the corporation, ] 
know of no valid reason why the facts 
should not be so presented. If this is cor 
rect, then no valid reason can be conceived 
for the use of methods which do not so pre. 
sent them. The investor, the shareholder, 
and the management are entitled to know 
the uncolored facts, whatever they are. 

Not all, but at least some, of the ter- 
rific financial wreckage of the past three 
years could have been halted short of the 
bankruptcy courts by the adoption of fear- 
less accounting methods. I appreciate fully 
the fact that the independent accountant, 
usually holding his appointment from the 
management of the corporation, may he 
placed in an embarrassing position if his 
opinion is entirely out of accord with those 
who employ him. But every accountant 
who aspires to an outstanding position in 
his profession must be prepared occasion- 
ally to sacrifice important and lucrative 
employment, if need be, rather than prin- 
ciples. I hope these disastrous experiences 
may hasten the time when, at least as to 
those corporations whose securities are held 
by the general public, the accountant’s 
work will be done primarily for the share- 
holders and creditors at the corporation's 
expense, and not for the purpose of mak- 
ing as favorable a report on behalf of the 
management as the facts can be made to 
justify through carefully prepared “hedge 
clauses” in the auditor’s certificate, which, 
while perhaps absolving him from legal li- 
ability, constitutes business immorality, if 
not actual dishonesty. 
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Tracuine Cost ACCOUNTING 


OMMERCE sTUDENTS who have had 
C little or no business experience pre- 
sent a problem to instructors in 
cost accounting because their lack of back- 
ground keeps them from comprehending the 
aims sought by a cost system, and particu- 
larly the managerial aspects of such a sys- 
tem. This condition seems to be general 
with all classes of students, whether they 
be those in day classes who are taking a 
complete commerce course or evening stu- 
dents who have some experience in business 
and are seeking to develop themselves in 
a special branch of accountancy. It there- 
fore seems necessary for the instructor in 
cost accounting to carry on some prelimi- 
nary work with his students to give them 
& philosophy of cost accounting whereby 
they will appreciate the importance of in- 
ternal transactions in a business, the use 
that can be made of cost records for man- 
agerial purposes as apart from mere rec- 
ord keeping, and the general relation that 
exists between all the manifold activities of 
a business, as well as some idea of what 
those activities are. At DePaul University 
we have given considerable thought to this 
feature of instruction and have tried dili- 
gently to give our students some practical 
approach to the subject. 

General accounting deals principally 
with the external relations of a business. 
These relations are comparatively easy of 
understanding by the inexperienced student 
because they fit in with all his previous 
minor business transactions. He has bought 
goods from stores, perhaps made occasional 
sales, such as an old flivver. He may have 
loaned small sums to others; certainly he 
has done some borrowing. Accordingly he 
easily fits into the transactions of his gen- 
eral accounting practice sets and can see 
them as a reflection of other transactions 
in which he has had some part. This ex- 
perience enables him to understand the re- 
lations of buyer and seller and debtor and 
creditor and the “why” of the entries he 
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is required to make as well as the principles 
or rules that govern them. 

Now, carry the same student into the 
cost accounting class and notice his re- 
actions. In the first place, he has probably 
heard something about cost accounting 
from other students and has the thought 
that in cost accounting he is reaching into 
another subject separate and apart from 
the general accounting he has been study- 
ing. The first task of his instructor is to 
make him realize that the same rules and 
principles apply in cost as in general ac- 
counting and that the one subject is merely 
a different application of the other. Sec- 
ondly, he has probably had no experience 
with manufacturing and has little idea of 
what manufacturing is or how it is done. 
Above all, it is difficult for him to realize 
that the manufacturing process is merely 
an example and that the principles he is 
taught apply in nearly all fields of en- 
deavor. This calls for work on the part 
of the instructor to enable him to visualize 
processes, steps and applications. The 
third hurdle to be overcome is that of the 
internal transactions, the fact that rela- 
tionships can exist within an establish- 
ment and that these relationships have a 
bearing on its success. It is not until a 
solid foundation has been laid in these re- 
spects that the student can make real prog- 
ress in cost accounting, but once laid, the 
student becomes one who understands prin- 
ciples and their applications rather than 
a mere keeper and verifier of records. 

At the beginning of a course in cost ac- 
counting it therefore seems well to em- 
phasize that cost accounting is another ap- 
plication of the principles of general ac- 
counting. A careful explanation of this fact 
should be made at the outset of the course 
with examples of the application of gen- 
eral accounting to costing. From time to 
time throughout the course the similarity 
can be illustrated, as, for example, by trac- 
ing the similarity between ledger accounts 
and various complicated cost forms to 
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show that in reality all are alike. In this 
way the sense of novelty and differentness 
is dissipated and the student comes to feel 
at home with his subject. 

There are various ways to familiarize the 
student with manufacturing, the drawback 
to most of them being that they lay em- 
phasis on details or deal with particular 
industries rather than general principles. 
The chief requirement in this respect is that 
the student should learn to think of manu- 
facturing in general terms rather than as 
applying to a particular industry or estab- 
lishment. If this is done, he can think in 
abstract terms instead of trying to fit his 
theory to what little he knows about a shoe 
factory, say, or some other individual con- 
cern. 

Plant visitations have been used to some 
extent to acquaint students with how manu- 
facturing is done, but it is doubtful if 
these serve a very useful purpose. The stu- 
dents are distracted by the noise, machin- 
ery and seeming confusion of the plant, 
while explanations by guides are often in- 
adequate, too technical, or confusing. 
Above all, particular applications seem to 
cause the student to lose sight of the broad, 
general features of manufacturing which 
are the most important. A better way of 
acquainting students with the manufactur- 
ing feature seems to be through a special 
lecture on the subject. In this lecture em- 
phasis should be laid on manufacturing as 
being merely a process of changing the 
form or nature of material, regardless of 
how these changes may be effected. To- 
gether with this should be given an idea 
of the sequence of steps or processes, and 
of the services incident to production ac- 
tivities as well as an outline of the organ- 
ization required. Such lectures have seemed 
quite helpful in giving students a basic un- 
derstanding. 

The fact that cost accounting principles 
apply to lines other than manufacturing 
is easily demonstrated after the student 
has secured an adequate understanding of 
manufacturing functions. The department 
store, for example, is a good connecting 
link to use in illustrating these applica- 


tions. The departmental organization of a 
department store, with features corre 
sponding to production and service de 
partments, are almost obvious, and the stu- 
dent readily sees the parallel between the 
department store and the factory. As a 
next step he can be shown how a bank di- 
vides into similar departmental features, 
and so on through other commercial lines. 
As the course progresses it seems well to 
introduce special lectures dealing with cost 
applications for both manufacturing and 
trading businesses because such lectures 
give a feeling to the student that he is deal- 
ing with a subject that is definitely practi- 
cal and of demonstrative usefulness. The 
bulletins of the National Association of 
Cost Accountants deal with many subjects 
that can be used to advantage in this way. 

Cost accounting has contributed some 
three principles to the science of account- 
ing, these being internal relation account- 
ing or the use of departmental accounts, 
the theory of the flow of values whereby 
expense as such is practically non-existent 
but appears as a change from one set of 
values to another, and the use of the op- 
erating statement instead of the balance 
sheet as the key statement of the business. 
Of these, internal relationships seem the 
most difficult for the student, as the other 
features naturally demonstrate themselves 
as the course progresses. The familiar old- 
time illustration, used in the days when 
the departmental theory was being worked 
out, still seems to be the best way to bring 
an adequate idea of internal relationships 
to the student. This illustration was that 
a manufacturing business should not be 
viewed as an entity but as a number of 
small business units, represented by depart- 
ments, each doing a certain thing and deal- 
ing with other units that do certain other 
things, thereby making separate depart- 
mental accounts necessary in order ade- 
quately to record all activities of the busi- 
ness. After this illustration is explained 
and a few homely examples given students 
seem to have little difficulty in understand- 
ing-the necessity for departmental account- 
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The managerial and control elements of 
cost accounting are, after all, the most im- 
portant features of this course for the fu- 
ture welfare of the student. If paper work 
and routine entries are the main purpose 
of the course there is little advantage in 
taking it, but if the making of successful 
business men and managers is the purpose, 
cost accounting can do much for the stu- 
dent. If we are to develop this managerial 
capacity there must first be a practical 
“feel” to the course and then the use of 
analytical problems which develop in the 
student an ability to reason why certain 
things happened and what advantages or 
disadvantages resulted therefrom. For the 
development of this managerial capacity it 
has seemed to me that the best plan is to 
use a fairly simple practice set to illustrate 
record keeping, and to assign as many 
analytical problems as possible, with all 
possible encouragement given to full dis- 
cussion of the meanings implied in the prob- 
lems and their solutions. 

W. B. Lawrence 


ASSUMPTIONS 


Many years ago, a certain C.P.A. coach- 
ing class in one of our large cities con- 
tained a young student who was given to 
thinking for himself. This must have been 
true inasmuch as at a later date he served 
most satisfactorily for some considerable 
time as a member of a certain Board of 
Accountancy Examiners. One evening the 
instructor began to illustrate and discuss 
the solution of a problem. An opening com- 
ment was to the effect that “before I at- 
tempt the solution of this problem, I shall 
make an assumption.” This done, he went 
ahead illustrating and discussing his solu- 
tion to the problem. Upon completing the 
work, he called for questions. The student 
referred to above asked a question framed 
about as follows: “Having based your en- 
tire solution process upon an assumption, 
is it not true that your conclusion also 
must be an assumption”? The question re- 
mained unanswered to the satisfaction of 
the class, the instructor becoming so excited 
he could not continue with his work. 
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How often have we as teachers been 
guilty of the same error, assuming this and 
assuming that in the course of a problem so- 
lution demonstration? If we are frank with 
ourselves, the number of times undoubt- 
edly is more than we are willing to admit. 
And how much more often do we find, and 
even permit, our students to fall into the 
same error? Truly, but few problems are 
subject to an assumed solution, provided 
we understand exactly what each problem 
is about. 

An experience of many years as an ac- 
counting teacher plus an experience of some 
years as an examiner for the licensing of 
accountants has convinced me that the fal- 
lacy of assumption is one of the things re- 
sponsible for the heavy toll exacted of the 
candidates who attempt professional ex- 
aminations. Apparently, assumption is be- 
lieved to provide an easy, or lazy person’s, 
way out of what seems to be at least at 
first glance a perplexing situation. 

A trial balance given in a problem does 
not balance. This fact alone affords no 
reason for the student or candidate assum- 
ing that the difference must be adjusted 
through some account like notes or ac- 
counts payable, or through some other ac- 
count as far fetched. Perhaps a careful 
study of the situation will show that the 
requirements may be met almost completely 
by ignoring the discrepancy. At least, one 
is not justified in going ahead and making 
some assumption which moderately ex- 
pressed is wholly an arbitrary one. 

Perhaps a depreciation adjustment is 
called for. Perhaps the student or candi- 
date is energetically in favor of some meth- 
od of determination which may be viewed 
as rather odd, at least when measured by 
common practice. Why assume such odd 
method should be used, thereby wasting 
time needed for something more important, 
when a simple calculation and adjustment 
answer the purpose? When viewed practi- 
cally, the desire to be different is most apt 
to be dangerous. 

Again, there exists the altogether too 
common assumption that each problem con- 
tains a catch or trick, and that its solu- 
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tion contemplates unearthing this and com- 
menting thereon. Too often the main theme 
of the situation is overlooked in favor of 
something that at best is of but slight 
value. 

A problem is encountered with a com- 
pany name in the title that suggests a spe- 
cialized industry, or at least one which the 
problem reader regards as new to his ex- 
perience. One should not assume immedi- 
ately that lack of certain peculiar experi- 
ence prevents a proper and correct solu- 
tion. Although problems are encountered of 
industries peculiarly specialized, many 
problems which at first glance appear to 
be so may be solved merely by the proper 
application of principles fundamentally 
basic. Perhaps a knowledge of general ac- 
counting principles is sufficient for such 
purpose. Again, perhaps a correct solu- 
tion fundamentally contemplates only the 
application of arithmetic; many cost prob- 
lems are of this type. Numerous problems 
labeled as relating to a particular industry 
with equal effect might reflect some other 
industry. 

The solution of a certain problem was 
worked upon the assumption that one of 
the company employees received all the 
company profits after some two or three re- 
serves had been increased moderately. Such 
a situation was contrary to common sense; 
no company operates to produce an un- 
divided profit which it will turn over en 
toto to some employee. Yet. it was insisted 
that a passing grade was justified as the 
general method of approach was correct. 

A problem is encountered which with a 
few assumed embellishments strikes the stu- 
dent or candidate as excellent to illustrate 
departmentalization—-say, to illustrate the 
application of cost accounting principles 
to selling expense distribution to depart- 
ments. And forthwith he chooses arbitrarily 
a distribution method which apparently 
has been uppermost in his mind for some 
time without weighing the possibilities of 
the case in hand. In harmony with such 
method a solution is produced which to 
such student or candidate reflects the last 
word. But if the facts fail to justify such 


The Accounting Review 


a slant, the effort is wasted as the breath 
of Spring is wasted in the air over an un- 
inhabited and lifeless desert. Such an idea 
is no justification for such an assumption 
being made and for preparing a solution 
in accord therewith. Some years ago a solu- 
tion to such a problem appeared in a cer- 
tain magazine. The person responsible for 
such solution assumed a basis of distribu- 
tion for certain elements on which the prob- 
lem was completely silent. The published 
solution showed a no greater grasp of sub- 
ject matter than a much simpler one would 
have done. In fact, its value was very much 
open to question since the instructions 
found in the requirements had been wrong- 
fully distorted to satisfy a personal] desire 
to place on the paper one’s complete knowl- 
edge of such subject matter. Undoubtedly, 
the value of that particular solution in 
terms of that particular problem’s require- 
ments was zero; it is difficult to believe that 
credit should be allowed where instructions 
have not been faithfully carried out. 

The illustrations are almost limitless. Al- 
though the limitations of space in a short 
article forbid further elaboration, the un- 
derlying idea repeats itself—assumption 
rarely is other than dangerous. 

Once in a great while assumption may 
be justified, but in such event clarity of 
position is mandatory. Many principles of 
accounting are open to debate even when 
measured by the yardstick of reputable 
practice as exemplified by the outstanding 
offices of the country. One may believe, for 
example, that sales discount is a deduction 
from sales rather than a financial expense, 
or that purchase discount on a fixed asset 
purchase is a financial income item rather 
than a deduction from billed cost. Neverthe- 
less, one should not necessarily assume that 
his treatment is correct and ignore the other 
unless a hint to that effect is given. After 
making a choice one way or the other, it 
seems reasonable that some comment is per- 
tinent as to why the particular choice in- 
stead of the other possibility ; perhaps such 
choice was made in face of the fact that 
the unrecognized treatment is the one 
adopted by the association of concerns of 
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which the business illustrated by the prob- 
lem would be a member. 

Accuracy of interpretation never can be 
upplanted by assumption. I assume one 
thing, you assume something else, and the 
other fellows each assume something differ- 
ent from each of the others. Grant the ac- 
ceptance of assumption, and then any one 
of a hundred different solutions is correct. 
Could anything be more ridiculous? 

Gerorce E. BennetT 


An AccountTiInc CURRICULUM 


The College of Commerce at Louisiana 
State University offers a four-year course 
in accounting, outlined as follows: 


Freshman year—elementary acounting, 
six credit hours. 

Sophomore year—intermediate account- 
ing, six credit hours. 

Junior year—Cost accounting, three 
credit hours; auditing, three semester 
hours. 

Senior year—income tax, three semester 
hours; C.P.A. problems, three semes- 
ter hours. 

Graduate course in research problems, 
six semester hours. 


The organization and contents of these 
courses are given constant attention with 
a view to improvement and the meeting of 
the needs of the students. Essentially, the 
problem method is employed in all courses, 
with the possible exception of that given in 
the Freshman year. This is based on the 
belief, justified by years of experience, that 
well chosen problems, more than anything 
else, appeal to the student’s imagination 
and help him to correlate theory with situ- 
ations that, in so far as possible, typify 
practical work. 

The intermediate course, given through- 
out the Sophomore year, completes what 
may be regarded as the training in funda- 
mental principles. During the first and sec- 
ond years, practical problems and tests are 
chosen with a view to their efficacy in illus- 
trating the theory of accounts. That is, 
principles and theory are regarded as fun- 
damental during these two years, and prob- 
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lems are selected to illustrate and emphasize 
these principles. 

In the more advanced courses, a knowl- 
edge of theory is assumed and the problem 
is considered as a practical proposition to 
be discussed and solved for its own sake. 
In doing this the student is expected to 
proceed on the foundations laid in the first 
two years, and without reference to spe- 
cific texts. 

During the current year much time is 
being spent in search of problems to be used 
in the intermediate accounting, cost ac- 
counting, and C.P.A. problem courses. Cer- 
tain topics are regarded as sufficiently im- 
portant to warrant several problems be- 
ing used, each, of course, illustrative of 
some peculiarity or variation in practice. 
Subjects of such impertance are: applica- 
tion of funds, partnership liquidation, and 
analysis of statements in intermediate ac- 
counting; and problems dealing with bur- 
den application and departmental costs in 
cost accounting. 

By having available a sufficient number 
of problems illustrative of a given subject, 
the instructor may make such selections 
therefrom, year after year, as to discour- 
age the practice, on the part of some stu- 
dents, of preserving solutions for the use 
of next year’s classes. 

The effectiveness of the problem method 
obviously depends on its intelligent use. 
The problem must be made the central 
theme just as soon as the student has a 
background of knowledge sufficient to en- 
able him to discuss it intelligently. It is not 
difficult to secure problems which require 
the application of a wide range of prin- 
ciples and an appreciation of many of the 
aspects of business procedure. It is the 
writer’s experience that an hour spent in a 
give and take discussion of an appropriate 
problem will accomplish more good than an 
hour spent in formal lecture work on the 
same subject. 

Another consideration in the successful 
application of the problem method is the 
systematic and orderly administration of 
the classroom and laboratory work. No 
student should be left in doubt as to what 
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work is expected of him and when he is 
expected to have it completed. All solu- 
tions should be graded with reference to 
(a) principles, (b) accuracy, and (c) neat- 
ness, and should be returned to the student 
after a record thereof is entered on the 
instructor’s class book. The same precision 
should govern class administration as is 
supposed to govern business administration. 
Ear A. SALiers 


A Sreconp Course 1n AccounTANCY 


The second course in accountancy at the 
University of Illinois is offered to students 
who have had one semester of accounting 
fundamentals. These students are, for the 
most part, second semester freshmen. The 
text used is Professor Scovill’s second vol- 
ume of Elementary Accounting, which in- 
cludes discussions and problems involving 
certain refinements of the first semester’s 
work as well as many new subjects not 
touched upon previously. 

When this text was first introduced at 
the university several years ago it was used 
in the customary way. Text assignments 
were made and discussed, followed by the 
assignment and discussion of one or more 
disrelated problems on the particular mate- 
rial in hand. In such a course the develop- 
ment could not be as logical as it had been 
in the most elementary course. In the first 
semester’s work the student was continually 
forced to go over material which had been 
gone over earlier. Each step in the develop- 
ment of this first course depended very 
definitely upon all preceding steps. The stu- 
dent either knew all foregoing material or 
he was considerably handicapped. In the 
second semester course this continuity was 
not always present. In taking each subject 
with its related problems, and then moving 
on to another, the student was not always 
forced back to material which had not been 
mastered by him. 

The greatest problem at that time was 
to codrdinate the work in such a way that 
it would be visualized by the student in 
some sort of continuous process. A long 
problem under the co-authorship of Profes- 
sors Scovill and Baily was introduced. A 
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good portion of the text material was coy- 
ered in the early part of the course, with 
a few short problems. Then the long prob- 
lem was started and was interwoven with 
text assignments for the remainder of the 
semester. As new material was introduced 
in the text, the same sort of material would 
be found in subsequent long problem as- 
signments. These, of course, could not be 
ignored as soon as they were taken care 
of by the student, for the results were evi- 
dent in the consequent trial balances and 
financial statements. 

The introduction of this accounting set 
seemed to have the desired effect. It has 
sometimes been suggested that the entire 
text might be covered, before any part of 
the set was done. It has been rather gen- 
erally conceded at the university that the 
interweaving of text and set has certain 
advantages. Such a method helps relieve 
any possible monotony that might exist un- 
der the second procedure. Also, soon after 
the student meets a new subject, he finds 
it necessary to illustrate the point while 
it is fresh in his mind. The student also 
would find, under the present method, that 
he need not refer back to the text as much, 
as he might if he had been away from the 
material for some time. 

The only change that has been made, of 
any importance, in the past few years, has 
been to introduce the set to the student 
earlier in the semester, as soon as the text 
material has made it possible for him to 
proceed. 


Rost. P. Hackett 


INDEPENDENT STuDY 

At the University of Illinois students 
who have a high scholastic standing are en- 
couraged to do a portion of their senior 
work as individuals, that is, without class 
room attendance. This may be done at the 
student’s option either by preparing a writ- 
ten thesis or by doing special reading. 

The senior thesis option has been avail- 
able for about ten years. It is required of 
seniors who expect to be graduated with 
High Honors but is open to others by spe 
cial permission. The intention is that the 
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student will make an intensive examination 
into some topic of personal interest; per- 
haps it will be in regard to some subject 
matter which was but briefly treated in one 
of his classes, frequently the study is more 
directly related to his own specific business 
intentions or to some family enterprise. 

The administration of the work is simple 
for after the student has selected his topic 
he works individually with the faculty man 
who is thought to be best acquainted with 
the field of his study. The few conferences 
which are necessary regarding sources, out- 
line, and occasional “snags” are no great 
burden on the teacher, and reading the fin- 
ished work is more interesting than other- 
wise. 

The thesis is expected to be more than 
a mere term paper and yet not quite a mas- 
ter’s thesis. Not infrequently the work sub- 
mitted falls short of a master’s standard 
only in length and comprehensiveness. This 
is not unexpected since the graduate thesis 
calls for about one fourth of a student’s 
time while the undergraduate thesis calls 
for about one eighth. The experience of 
ten years shows that about 25 per cent 
of those writing a senior thesis enter the 
graduate school later. Therefore this work 
is valuable as an introduction to advanced 
study as well as for its own sake. 

The range of topics in accounting and 
finance will be suggested by the following 
selections from a much longer list. Audit- 
ing: Controversial points in balance sheet 
presentation, comparison of English and 
American practices, inventory valuation. 
Theory: What is profit, appreciation and 
dividends, obsolescence, stock dividends, 
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surplus vs. income changes, terminology? 
The Profession: the expert witness, extent 
of the auditor’s responsibility, professional 
organizations, the auditor as an expert. 
Managerial: standard costs, unusual fac- 
tors in budgetary control, by-product ac- 
counting, allocation of distribution costs. 
Special Types: stock brokerage, milling 
costs, accounting for bank receivers, ac- 
counting for municipal debt. Finance: the- 
ory of reserves, classification of current as- 
sets for financial control, use of secondary 
reserves, sources of working capital, ac- 
counting for corporate equities. 

Independent work by special reading is 
newer and is strictly limited to students 
of demonstrated scholastic ability (upper 
ten per cent). It is designed to open the 
way for the senior to extend the subject 
matter of some prior course by his own 
reading or to read in subject matter for 
which there is no formal course. The in- 
tention is to avoid reading parallel to a 
course in which the student could register 
and to avoid overlapping graduate course 
material. The aim is extensive reading in 
contrast to intensive examination of a topic 
for a thesis. Under proper conditions the 
thesis and the reading may be taken at 
the same time if clear of duplication. 

The instructor’s part is that of friendly 
advisor in the choice of reading at the be- 
ginning and critic of the benefits at the 
end of the term. Formal examinations are 
not prescribed. The advisor usually prefers 
short critical reports on the reading, book 
reviews, or oral quizzing to help him judge 
the quality of the work done. 

A. C. LitTLeTon 
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Repeatedly during 
the present turmoil in 
the nation’s economic 
affairs earnest appeals 
have been put forth to 
recapture the confidence of the public in 
the institutions of American business. Gov- 
ernment officials and the press have vied 
with business leaders in exhorting the pub- 
lic to lay aside its uncertainty of the fu- 
ture. That this campaign has met with a 
measure of success is indicated by the re- 
turn of hoarded funds to banks, and, more 
recently, by a spurt in buying activities. 
Yet these events by themselves do not 
demonstrate that the confidence of the gen- 
eral public has been restored, nor even that 
a sound foundation has been laid. However 
effective appeals to the emotions may be in 
an era of unrestrained speculation, some- 
thing more than the arousing of momen- 
tary enthusiasm is now essential if a per- 
manent structure of confidence is to be es- 
tablished. A restatement of the accounta- 
bility of business to the public is needed 
more than anything else. Business conduct, 
especially as it affects the public, must be 
examined critically and frankly, and the 
possibility of changes in certain essential 
particulars must be recognized if business 
is to merit the return of public confidence 
which has been so eagerly anticipated. 

What does the general public think about 
business? At the close of the war, following 
a brief recession, business quickly reor- 
ganized itself and entered a new era of 
prosperity. The rapid accretion of wealth 
controlled by corporate enterprises seemed 
to be a natural outgrowth of the success 
which attended most business undertakings. 
Not only were large profits made and sur- 
pluses reinvested, but, what proved to be 
most important, legions of small investors 


..- BUSINESS 
VERSUS THE 
PUBLIC.... 


were impelled to loan their savings to prom- 
ising ventures. To each new offering, a new 
section of the lay public was attracted, 
Profits seemed to be immediate. Business 
was extolled as having created a new stand- 
ard of living for all classes. 

And now that the collapse has come, what 
has the public discovered was occurring be- 
hind the scenes? Under the urge of eager 
investors, scrupulous promotion was well 
on the way of becoming a lost art. Invest- 
ment bankers, competing with each other, 
began to capitalize once stable enterprises 
on the basis of highly speculative future 
returns. Business leaders were enunciating 
strange times-earnings theories to justify 
high stock prices. Profits were being in- 
flated by unrealized appreciation of assets, 
scant provisions for depreciation, omissions 
of ingeniously discovered non-recurring 
charges, and other losses mysteriously ap- 
plicable to surplus rather than current 
earnings. But new theories of profits could 
not be devised fast enough. The point was 
quickly found where the ratio of net profit 
to investment could no longer be main- 
tained, Business had overreached itself. 

What in the meantime was happening to 
management? Corporate profits, and gains 
flowing from speculation in corporate se- 
curities, were revealing the successful man- 
agement. as the prime mover of business— 
the veritable fountain-head of economic se- 
curity for the bulk of the population. Cor- 
poration laws were being broadened for the 
purpose of adding to the powers of man- 
agement and subtracting from the powers 
of investors. A measure of the social pres- 
tige of an individual came to be the number 
and importance of the directorships held 
by him. Directors became less responsible 
and were content to delegate their duties to 


salarie 
mal d 
quent! 
power' 
lost n¢ 
rule th 
trol. 
power 
prises 
funds 
had be 
immed 
aries | 
could 
of an 
pated 
ing th 
porat 
the m 
or me 
ing 0 
which 
ways 
that | 
teres! 
prim: 
road 
their 
evita 
depr 
haile 


ulti 
ten ¥ 
latio 
almo 
ciety 
A 
betw 
suge 
enac 
publ 
PU] 
has 
of i 
men 
Let 
on € 


Editorials 


salaried officials. Even without such for- 
mal delegation, corporate officials fre- 
quently arrogated to themselves the broad 
powers extended to boards of directors, and 
lost no opportunity of perpetuating their 
rule through the device of stockholder con- 
trol. Many managements, swollen with 
power, came to believe that their enter- 
prises had ceased to be reservoirs of trust 
funds for stockholders and creditors but 
had become agencies for their own private, 
immediate gain. They abstracted huge sal- 
aries and bonuses on flimsy theories which 
could be explained only as brain-children 
of an inflationary period. They partici- 
pated shamelessly in underwritings involv- 
ing their own companies, or employed cor- 
porate funds for the purpose of rigging 
the market, caused purchases of equipment 
or merchandise to be made at prices exceed- 
ing market from other organizations in 
which they were interested, and in other 
ways gave credence to the growing rumors 
that the furtherance of their individual in- 
terests had become paramount. That the 
primrose path to easy private gains was the 
road to corruption was furtherest from 
their thoughts; yet that became the in- 
evitable conclusion of a public schooled by 
depression. The same public that once 
hailed management as its economic savior, 
ultimately found that management was of- 
ten without vision, incapable of self-regu- 
lation, unmindful of duties to investors, and 
almost unaware of its responsibilities to so- 
ciety as a whole. 

Accountants, as impartial judges, stand 
between business and the public. Can they 
suggest an end to the conflict without the 
enactment of legislation which reflects the 
public’s present temper? 


Under the title, 
Facts ané Purposes, 
the American Insti- 
tute of Accountants 
has issued a pamphlet which in the course 
of its 55 pages seeks to place the manage- 
ment of the Institute among the immortals. 
Let the pamphlet speak for itself, as it does 
on every page: 


... FACTS AND 
PURPOSES ... 
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In 1911... Desk room was engaged in the 
office of one of the accounting firms. A secre- 
tary and one stenographer were chosen; and 
the organization embarked upon its first 
strictly individual activity. The society had 
no permanent assets... . At the close of busi- 
ness of the fiscal year ended August 31, 1982, 
the consolidated balance sheet . . . showed 
total assets of $482,771.542 ... 

[Bureau of Information] The operations 
of the bureau of information are unique. .. . 
No other profession .. . has established a serv- 
ice of this all-embracing character. . . . Some- 
times the answers are extremely complicated 
and involve a great deal of time and research 
—but still there is no charge. ... 

[The Journal of Accountancy] The quality 
of the magazine’s contents has never suffered 
and has in fact improved. Immensely valuable 
original articles appear in this magazine. There 
is nothing related to accountancy which does 
not find its place in the magazine. . . . The 
Journal of Accountancy is the most substan- 
tial magazine in its field. The subscription 
rate is $4.00 per annum delivered in the United 
States of America. Supplementing The Jour- 
nal of Accountancy there is a Bulletin .. . 
which gives .. . a mass of news which would 
be out of place in a technical magazine such 
as The Journal of Accountancy. The two maga- 
zines supplement each other and constitute a 
comprehensive whole. The subscription price 
of the Bulletin is $1.00 per annum. 

. . . it seemed expedient to enter into an 
agreement with a publishing house of long 
established standing to undertake the issuance 
of books selected by the Institute . . . [after 
two years] it became apparent that the Insti- 
tute itself could better conduct its own pub- 
lication campaign, and accordingly the ar- 
rangement was abrogated . . . and beginning 
with January, 1932, all publishing efforts were 
constituted within the Institute’s own realm 
. .. it is a remarkable fact that in spite of 
the depression this branch of the Institute’s 
activities has met with great success and is 
being operated at a profit.” ... Many of these 
texts have been adopted by schools of ac- 
countancy, and the cause of better education 
has been stimulated thereby. 


1 Before market reductions of $55,241.25, before 
deduction of interfund holdings of $25,000.00 and 
liabilities to outsiders and unearned income of 
$57,843.56. 

*Loss of American Institute Publishing Com- 
pany for year ending August 31, 1932, $2,992.81. 
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[Board of Examiners] .. . the days of po- 
litical interference [with examinations] are 
nearly gone, and that is due entirely to the 
setting up and the maintaining of a high stand- 
ard of fair examination fairly administered 
by the American Institute of Accountants. 

[Committee on Professional Ethics] The 
standards are raised higher and higher, until 
today it is generally admitted among people 
who know that the code of ethics maintained 
by the Institute is at least as high as that of 
any professional group in the country. 

[Committee on State Legislation] A model 
C.P.A. law was drafted in the early days and 
formed the basis of most of the laws now on 
the statute books of the states. . . . If it had 
not been for the work of the Committee on 
State Legislation, it seems probable that there 
would have been a far wider variety of legis- 
lation than now exists, and naturally many of 
the laws would have been absolutely undesir- 
able . . . the statute books are not burdened 
with many evil laws affecting accountants. 

[Committee on Education] It is the duty 
of this Committee to encourage the establish- 
ment of sound curricula in the various schools 
of accountancy. . . . The committee .. . has 
been an important factor in the present satis- 
factory condition of accountancy education. 
. ». The function of the committee is of vital 
importance to the whole profession and its 
accomplishments have been worthy of high 
commendation. 

[Committee on Codperation with Stock Ex- 
changes] In this one activity alone the In- 
stitute has performed a service to all ac- 
countants which justifies its unchallenged po- 
sition in the profession. 

[ Verification of Financial Statements] This 
pamphlet has exercised a powerful effect upon 
the preparation and audit of corporation state- 
ments. 

[Ultramares case] This argument [of In- 
stitute’s counsel }|—that liability does not ex- 
tend beyond those persons having privity of 
interest—was upheld in both courts* . . . the 
entire expense of prosecution of the Institute’s 
claim or contention was borne by the Institute 
and, although the sum involved was consider- 
able, the benefit to the entire profession justi- 
fied the outlay. 


* But the higher court, as expressed in the opin- 
ion of Justice Cardozo, extended the liability of ac- 
countants to third parties in the case of fraud. The 
Institute’s pronouncements on this case have been 
consistently and apparently deliberately misleading. 
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It would be easy to quote more super. 
latives from the Institute’s pamphlet. One 
unfamiliar with the accounting profession 
would infer that the existence of the In 
stitute ought to be regarded by hoi polloi 
as a special dispensation of Providence, 
that the Institute’s performances have been 
acts of benevolence visited upon an ignor- 
ant and corrupt world. The less credulous 
may conclude that since the Institute is a 
human institution, it, probably has blun- 
dered often and that if the “facts” are in- 
deed to be known sources other than Facts 
and Purposes must be consulted. A small 
minority may recognize in, the above ex- 
cerpts from Facts and Purposes what has 
been evident for many years to members 
of the profession : the inherent snobbishness 
in many of the Institute’s published reports 
—a snobbishness and lack of good taste 
that have their origin in a real ignorance 
of the things at stake in the accounting pro- 
fession. There is no indication of any un- 
derstanding of the problems that lie ahead; 
no appreciation of the newer opportunities 
for the profession in the bloodless social 
revolution in which we have been immersed 
during the past year. The Institute as pic 
tured in Facts and Purposes is the survival 
of another generation—a static, supremely 
self-satisfied organization, unashamed to 
tell the world how good it is, and not afraid 
to stretch and overstress facts in order to 
prove a point. 

It is to be hoped that no one will suspect 
that the author of the copyrighted Facts 
and Purposes is an accountant. It is prob 
ably a safe rule to state that the more hon- 
est the accountant, the poorer is he as an 
artist of ballyhoo. 


It is somewhat re- 
freshing to tum 
from Facts and Pur- 
poses to a bulletin 
recently issued by 
the Institute’s Committee on Codperation 
with Stock Exchanges, entitled Corporate 
Accounts and Reports. In eighteen pages, 
the Committee’s chairman, Mr. George 0. 


..- CORPORATE 
ACCOUNTS AND 
REPORTS..... 
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May, presents the current difficulties which 
surround the preparation and understand- 
ing of corporate financial statements.’ Mr. 
May does not succeed in being strikingly 
creative, but he does accomplish his pur- 

se of demonstrating amply the present- 
day limitations attaching to accounting 
and accountants. Whether Mr. May’s brief 
but frank survey reflects the united judg- 
ment of the profession will be questioned ; 
in the opinion of the Editor his report de- 
serves only the profession’s commendation. 
It is high time that the weaknesses of our 
theory and the surprising hesitancies of 
our practitioners are laid bare. 

Two tasks must be performed, accord- 
ing to Mr. May; the first is to educate the 
public, the second to make financial state- 
ments more informative. The public, says 
Mr. May, does not understand the funda- 
mental significance of a balance sheet and 
neither does the writer of accounting texts ; 
for the one, as exemplified in Professor Rip- 
ley, regards the balance sheet as “an in- 
stantaneous photograph,” while the other 
refers to asset valuations as “conventional,” 
at the same time admitting that their true 
worth may be far above or below such valu- 
ations. Actually, Mr. May goes on to say, 
a balance sheet is the reflection of some- 
body’s good judgment, and methods of 
valuation vary because they “must be based 
on a combination of theoretical and prac- 
tical considerations.” Rather than impose 
rules devised “by competent authority,” let 
each corporation “choose its own methods 
of accounting,” for the greatest value at- 
taching to uniform accounts is the disclo- 
sure of method followed and the “consist- 
ency of method which they tend to pro- 
duce.” Mr. May states that the method of 
reporting earnings is unimportant to the 
investor provided the investor knows the 
method. 

Mr. May believes that income “accounts” 
transcend balance sheets in importance. 
Even “the changes in the balance sheets 


*Called “accounts” in the Committee’s report. 
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from year to year are usually more sig- 
nificant than the balance sheets them- 
selves.” The income “account” should be 
made “more and more valuable as an indi- 
cation of earning capacity.” 

Mr. May proposes two things: that there 
be established certain fundamental princi- 
ples applicable to all corporate accounting 
and that each corporation otherwise be free 
to adopt such procedures as it pleases, pro- 
vided disclosure thereof is made. The scope 
of these proposals is outlined in two appen- 
dices to the pamphlet. The principles are 
five in number and may be summarized thus: 


(1) Profit is realized only through sales. 

(2) Capital surplus should not absorb 
charges applicable to present or future 
income. 

(3) Earned surplus of a subsidiary com- 
pany prior to consolidation does not 
constitute a part of consolidated earned 
surplus. 

(4) Dividends on treasury stock are not in- 
come. 

(5) Notes and accounts due from persons 
other than customers must be differen- 
tiated therefrom. 


Disclosures of accounting practices 
which Mr. May would make available to 
investors—for a small fee, if necessary— 
are discussed briefly under the following 
headings: consolidated account practices, 
methods of carrying fixed assets, inventory 
bases, security classification and valuation, 
peculiarities of receivables, methods of 
carrying forward deferred charges, prac- 
tices with respect to claims, taxes, commit- 
ments and unusual liabilities, general sig- 
nificance of and changes in reserves, alloca- 
tions as between profit-and-loss and surplus, 
minimum content of income statement. In 
short, any deviation from standard prac- 
tice should be made known to investors. 

All this is well enough and betters things 
as they are. But is disclosure without more 
than the meagre standardization indicated 
a sufficient safeguard for the average in- 
vestor? Mr. May vouchsafes no answer. 
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Foreign Exchange. A, C. Whitaker. (New York: 
D. Appleton and Company. 1933. Pp. vii, 457. 
$5.) 

This is the second edition of a standard work 
on foreign exchange, first published in 1919. About 
two-thirds of the original book have been rewritten. 
Although this volume is primarily an exposition 
of the operation of the exchanges on the gold 
standard, it is valuable nevertheless at this time 
when the chief currencies of the world are not 
convertible into gold. If one understands the prin- 
ciples determining the supply and demand of bills 
of exchange, the balance of international payments, 
and price levels, these principles can be applied 
to both gold and inconvertible currencies. Un- 
fortunately the impression often exists that the 
departure from the gold standard means utter 
confusion and chaos in the foreign exchanges. A 
careful study of this volume should dispel this 
illusion. Though aiming at the universal the 
author has also achieved the timely. The prin- 
ciples set forth apply both to gold and incon- 
vertible currencies. The technique of the exchanges 
undergo modification when gold no longer moves 
but the principles determining the rates remain 
essentially the same. 

This work is not, however, primarily a theoreti- 
cal one. It is designed to serve, as the author says, 
both as a business manual and as a treatise on 
political economy. The mechanism of the foreign 
exchanges are presented with detail and exactitude. 
Theoretical and analytical comments are inter- 
woven throughout the text, and two chapters at the 
end are devoted exclusively to theoretical con- 
siderations. This arrangement sometimes makes 
it difficult for the reader primarily interested in 
theory to find an integrated statement of the 
author’s views. It might have been helpful to such 
a reader if the author saw fit to bring together 
in a chapter or two his fundamental theory of the 
exchange rates, though such procedure might have 
involved oversimplification of a kind which the 
author thought wise to avoid. Even though the 
text is filled with minute details it is never pedantic, 
dull, or purely descriptive. 

Since foreign exchange theory is a part of 
monetary theory it is well to note the author’s views 
on the nature of money. He distinguishes between 
commodity money and fiat money. The type of fiat 
money of which he approves would, however, be 
called by many “managed money.” The regulation 
of commodity money, gold, is left to the free play 
of private interest. Internal management need not 
greatly affect the exchange rate of gold money 
since it can be used to settle accounts with foreign 
countries. Since fiat money is not exportable, its 
exchange rate is more dependent upon management 


which affects or determines its purchasing power, 
The quantity of fiat money depends upon th 
amount manufactured by the government. Th 
author shows that fiat money is often issued jp 
too large quantities in lieu of taxes but he believes 
that “given wisdom of control, fiat money is 
theoretically superior to a commodity money’ 
(page 344) but we have not had much confidence 
in our ability to control it. The author is careful 
to point out that the value or purchasing power 
of money does not depend solely on its quantity 
but says that “the quantity of standard money 
is the one factor subject to control” (page 846), 
Professor Whitaker rejects the notion that money 
must derive its value from some metal and con- 
tends that “history simply abounds in instances 
which show the permanent feasibility by limitation 
of quantity of maintaining the value of an irredeem- 
able currency” (page 342.) 

A commodity theorist who holds that the value 
of money is derived from its gold content can 
readily explain exchange rates between two coun- 
tries on the gold standard. He runs into difficulty, 
however, in explaining these rates between countries 
not on the gold standard. To explain exchange 
rates in terms of the relative confidence which 
each country has in its inconvertible currency is 
to deal with ephemeral and illusive stuff. On the 
other hand to a theorist like Professor Whitaker 
who explains the internal value of money by its 
purchasing power it is only another step to ex 
plain the external value (i.e. the exchange rate) by 
the relative purchasing power of the two units of 
value. Professor Whitaker accepts within reason- 
able limits the purchasing power parity theory of 
exchange rates between countries not on the gold 
standard. This is consistent with his definition of 
value of money. It might be suggested, however, 
that Professor Whitaker though he recognizes its 
limitations does not seem to sufficiently emphasize 
the fact that the purchasing power parity theory 
is a long run theory and that due to lack of fluidity 
between markets, the existence of tariffs, capital 
movements, the flight of currency, and psychologi- 
cal factors which affect movements of goods, funds 
and securities these rates are scarcely ever realised 
even if they are approximated. 

It seems to this reviewer that the tendency of 
writers to explain the exchange rates and the flue 
tuations of currencies on the gold standard by one 
theory and off it by another, unnecessarily 
cates the problem. Professor Whitaker’s theory of 
the value of money is a framework for explaining 
the broad movements of the exchange whether 
two countries are on or off the gold standard. The 
principles are the same, the limits of fiuctuation 
are simply different when gold can not be used 
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to settle balances and when each country can 
affect its own price level without regard to others. 
The theory of supply and demand as governed by 
the debits and credits which in turn determine and 
are determined by banking policy is applicable to 
exchange rates and purchasing of money whether 
gcountry is on the gold standard or not. 

Among the significant chapters on the theory of 
the exchanges are Chapters XX and XXI. The 
former shows the causes of gold movements to be 
the exchange dealers who ship gold for private 
profit, though in effect these shipments may settle 
balances and affect international price levels. In 
Chapter XXI there is an excellent discussion of the 
means used by central banks to influence the ex- 
changes and gold movements by discount policy 
as well as by methods which affect the gold points. 
The last two chapters consider several theoretical 
matters including: the World War and the ex- 
changes, variable gold points and the paper ex- 
changes, the gold-silver exchanges, the present 
price of gold and gold exchanges in London, the 
purchasing power parity doctrine, export and im- 
port effects on shifting exchanges, and the inter- 
national distribution of gold. Under the last sub- 
ject the author expresses the opinion that the 
present “maldistribution of gold” is not due solely 
to central bank policy but to other economic and 
political causes. The international distribution of 
gold is explained broadly by the theory that gold 
will tend to have the same general purchasing 
power in the various countries of the world, flow- 
ing from those countries where its purchasing power 
is low to those which are high until an equilibrium is 
established. The author carefully qualifies his con- 
clusions and states the necessary conditions under 
which the gold standard can operate, conditions 
which, however, are not realized at present. The 
author presents the “statics” of this theory recog- 
nizing that it does not seem to account for present 
facts. 

Throughout the first twenty-one chapters there 
is a wealth of detailed information, on international 
documents, their negotiability, classes of exchange 
tates, documentary trade bills, bank credits, the 
money market and the exchange rate, investment, 
speculation and arbitrage in exchange rates, and 
many other pertinent subjects. The book is un- 
surpassed as a manual on foreign exchange. Does 
the reader wish to know technical details, or un- 
derstand the underlying exchange forces which 
affect the individual business man, banker, or ex- 
change dealer, he will find a detailed explanation. 
If on the other hand he wishes to comprehend the 
broad theories of the exchange rates, he will find 
them discussed with understanding and insight. 
This book should prove valuable to the general 
student of economics, to the specialized student 
of finance, and to the general reader. 


Watrter A. Morton 
University of Wisconsin 


The Bank for International Settlements at Work. 
Eleanor Lansing Dulles. (Bureau of International 
Research Harvard University and Radcliffe Col- 
lege). (New York: The Macmillan Company. 
1982. pp. xii, 681, $5.) 


This study consists of three parts: (1) the 
origin and development of the Bank for Interna- 
tional Settlements, (2) the reparations problem, 
(3) the recent European gold and financial crises. 
The appendices of 85 pages contain among other 
things periodic balance sheets of the bank. There 
is also an excellent bibliography of 19 pages. 

The B. I. S. owes its origin to the need for an 
organization to facilitate the transfer of repara- 
tions under the Young plan. Its sponsors had high 
hopes for it, some believing that it would not only 
facilitate international transfers, minimize gold 
movements, and induce central bank codperation, 
but also exert a wide influence over international 
credit and prices. Dr. Schacht of the Reichsbank 
felt that it might be used to expand international 
trade and to remove trade barriers which impeded 
reparations payments. After a number of con- 
ferences the bank opened its doors in May, 1930, 
at Basle, Switzerland. Comparisons with local in- 
stitutions are probably invidious but the funda- 
mental functions of the bank appear to be more 
analogous to those of a local bank or clearing house 
than to those of a central bank. The vast literature 
on the subject of the B. I. S. seems to derive its 
real impetus from the reparations and price sta- 
bilization questions; the bank itself, it appears to 
this reviewer, has received much more attention 
than its powers or operations warrant. 

Miss Dulles’ painstaking and exhaustive analysis 
shows that the bank has performed its ordinary 
clearing functions successfully but that it did not 
and could not inaugurate any radically new prin- 
ciples in international finance. It has not, as some 
anticipated, developed into a world central bank 
creating a world currency. Until the political or- 
ganization of the world permits international con- 
trol of currency the possibilities of a really in- 
ternational currency other than gold are small. For 
a century the pound sterling was a national cur- 
rency, internationally acceptable. It was universally 
used because of faith in the English banking sys- 
tem, but its value was subject to control of an 
enlightened national body with a world point of 
view. The power of central banks comes from the 
right to create currency, or other ultimate means 
of payment which are legal or customary tender in 
a given political area. Just as the success of the 
League of Nations, or the World Court depends 
upon the willingness of nationals to surrender some 
of their rights or prerogatives to a world body, 
so also a truly international currency can be created 
only when nations are willing to give to an inter- 
national body the right to create means of pay- 
ment acceptable at a fixed value in all political 
areas. The very existence of a foreign exchange 
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problem, or a transfer problem, is due to the 
fact that the currency of one country is not ex- 
portable to another. Only a small portion of in- 
ternational exchange can be converted into gold 
and some other means of payment must be found. 
Foreign currencies are acceptable only in so far as 
they can be quickly used to buy investments, goods 
or services. After four years of depression the 
world has found no other method of making trans- 
fers, but it is still loath to use the only available 
means. 

The B. I. S. is by no means as powerful as 
any of the important central banks. In truth it 
is not a central bank at all. It can transfer credits 
but it can not create them. It does not have power 
to control the money market; it must adapt itself 
to the discount policy of other banks. If it expands 
credit by promising to pay in terms of currency, 
it is dependent upon a foreign central bank for 
that currency. A true central bank can expand 
credit because its promise-to-pay, whether in the 
form of notes or book credits, is accepted as the 
ultimate money of a country. It can expand and 
contract this means of payment within limits legally 
defined or those set by the gold standard. Thus 
within limits it can affect though not control the 
domestic money market, the price level, and 
foreign exchange rates, or possibly all three. Since 
it possesses this power it is almost as mighty as 
government itself; hence national governments 
exercise supervision over its operations. Just as 
central banks create national currencies subject 
to national control, a really powerful international 
bank must be able to create international credit 
under international control. Such power would ul- 
timately mean a different political organization of 
the world than is fixed by the rampant nationalism 
of the present time. 

The balance sheet of the B. I. S. shows its 
assets and liabilities in terms of Swiss francs. This 
is merely a method of computation. The bank has 
no currency unit of its own. Its actual assets and 
liabilities are in pounds, dollars, and other foreign 
currencies. The value of its accounts is computed 
by assuming a fixed ratio between the gold content 
of foreign currencies and that of the Swiss franc. 
On the asset side the bank owns foreign bills and 
acceptances in the form of commercial bills, bankers 
acceptances, and treasury bills, deposits at various 
central banks, and other foreign bills having 
maturities running less than a year. These are all 
payable in foreign funds. Its liabilities are chiefly 
in the form of deposits due to foreign banks and 
governments payable in foreign currencies. The 
bank has followed the practice of keeping equiva- 
lent assets and liabilities in each type of currency. 
Hence it can make payments to depositors in any 
country by realizing on its assets payable in that 
country. 

The Dawes and Young plans were based upon 
the unstated premise that the world would loan 
to Germany the funds necessary to pay repara- 
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tions. When foreign credits were no longer forth. 
coming payments could not be made. The author 
discusses the types of reparation theories, 

can be separated briefly between those who asserted 
and those who denied the existence of a transfer 
problem. The latter set of theorists held that 
reparations could be paid if the German gover. 
ment could collect the necessary taxes. They as- 
serted that these taxes would depress internal 
prices make Germany a good market in which to 
buy and thereby “automatically” increase exports, 
Others had less faith in such an “automatic” jp. 
crease in exports fearing that trade was too 
and restricted to increase automatically at the same 
rate as German exchange was made available at 
the Reichsbank. If trade followed at a slower 
pace, the mark would fall in the exchanges and gold 
would be exported. It was held that while taxes 
might be collected internally and German 

thus made available, it did not follow that trade 
would be increased in a like amount. 

The Dawes plan separated the budget problem 
and the transfer problem. It recognized that it 
was one problem to collect the taxes in Germany 
and another to convert them into foreign cur- 
rencies and get them out of the country. Creditors 
did not care to see the German currency an- 
nihilated by a fall of the mark, nor did they wish 
to take goods. The influx of foreign loans made 
it temporarily unnecessary to develop a real ex- 
port surplus, and some began to deny that there was 
a transfer problem. Even so German youth grew 
restless under the burden of taxation, real or fan- 
cied. They disliked to pay tribute to foreigners for 
a war in which they had no part. The budget prob- 
lem became a political problem which ultimately 
led to the abandonment of reparations payments 
at Lausanne in the summer of 1982. Now it ap- 
pears that reparations will not be paid even if 
they could be transferred. 

Under the Dawes plan the mechanism of pay- 
ment was as follows: “The German government 
paid the required sums into the Reichsbank in 
marks; it was then up to the creditor countries 
to see that these sums were turned into other 
currencies at such a pace that they did not break 
the exchange or diminish in value in the process” 
(p. 319). 

The mechanism of payment remained essentially 
unchanged under the Young plan. The author finds 
that the responsibility of the B. I. S. for repara- 
tions payments was small (p. 389). The Germans 
were not permitted to deliver marks to the B. I. S. 
The Reichsbank still had to go into the foreign 
exchange market and accumulate foreign currencies. 
The transfer problem was still chiefly a problem for 
the Reichsbank and not for the B. I. S. When 
the foreign currencies were delivered to the B. I. S. 
they would be credited to the allied countries. The 
creation of the B. I. S. did not therefore greatly 
affect the transfer problem. Its chief function was 
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that of an accounting agent; it recorded both ex- 
dunge payments and deliveries in kind. 

Chapters XIV and XV are devoted to the gold 
snd credit crises of 1981-1982. The B. I. S. made 
bdpful gestures during this period but it was prac- 
tically powerless to stem the tide of events. It 
could adjust itself to other national policies but 
it could not control gold movements or national 
credit policies and though it was criticized because 
it did not act, this criticism is unwarranted be- 
cause it lacked the power to do anything effective. 

After Lausanne, suspending reparations, there 
were some who felt that the bank had no further 
function and that it should be liquidated. Others 
believed that its power should be expanded, and 
that it should become a world central bank. 

The author concludes that “recent history points 
to the desirability of the B. I. S. or some other 
similar bank acting as an intermediary and gather- 
ing place for Central Bankers, as well as an agency 
for knitting together certain financial policies” 
(p. 801). It appears that a choice must shortly be 
made between making the bank a purely academic 
institution, or giving it enlarged funds and powers. 
In view of the present nationalistic outlook it 
does not appear that its powers will be greatly 
increased in the immediate future. The concluding 
statements of the book, consequently, appear to 
this reviewer to be unwarranted, The assertion 
that the bank will play “a significant role” in 
“efforts at reconstruction,” seems to be the expres- 
sion of a hope rather than a judgment based upon 
past experience or the present outlook. 

Watrer A. Morton 

University of Wisconsin 


The Principles of International Trade. Huntly. M. 
Sinclair. (New York: The Macmillan Company, 
1982. Pp. xvii, 482. $3.) 

Economic history, classical and neo-classical 
economic theory, and facts pertaining to natural 
resources and industrial geography are introduced 
one to the other in Sinclair’s The Principles of 
International Trade in a rather entertaining man- 
ner. Some of the trading policies and methods of 
20th century nations are found to be not altogether 
different from trading policies and methods of 
the ancients. Fleeting glimpses into a vast expanse 
of history, afforded in the first few chapters of 
the book, give perspective to the whole study and 
guard against the reader’s attaching undue im- 
portance to particular international trading policies 
and theories that may have flourished at particu- 
lar epochs and under particular sets of economic 
circumstance. 

Brief discussions of Greek thought and Middle 
Age localism are followed by concise expositions 
of mercantile theory and laissez-faire philosophy. 
During the mercantile period, according to Sin- 
clair, “Englishmen began to hate Frenchmen, 
Frenchmen learned to hate Englishmen and both 
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kept a supply of hatred in reserve for the Spaniard 
and the Dutchman.” (Page 56, Part I, History) 

In Part II, Theory, the free trade doctrines 
of Adam Smith, Ricardo and Mill, as modified by 
neo-classical writers, are presented clearly and in 
a manner that is not too dogmatic and that is 
pleasing to the typical undergraduate college stu- 
dent. 

Part III of the book, The Fact, deals with the 
unequal geographical opportionment of natural re- 
sources and human populations; with the role of 
transportation in 20th century world trade; and 
with the evolution of commercial policies in the 
light of economic realities. 

Sinclair does not get very far in his attempt 
to adjust facts to theory in Part IV. However, 
he at least recognizes a need for a kind of realism 
that does not blindly discard the contributions 
which abstract theory has made and should con- 
tinue to make. “It may be as dangerous to dis- 
believe in economic laws as to believe in them too 
blindly.” (p. 421) 

On the whole, the book is well written. It is 
well suited to undergraduate teaching of inter- 
national trade in liberal arts colleges and from 
the point of view of general readers is an interest- 
ing introduction to certain aspects of international 
commercial policy. 

H. B. Kitrovern 

Brown University 


Credit policies of the Federal Reserve System. 
Charles O. Hardy. (Washington: The Brookings 
Institution, 1932. Pp. xv, 374. $2.50.) 

The eighteen chapters of this volume fall into 
four parts, namely, (a) organization and practice; 
(b) the major standards; (c) the minor standards; 
(d) the results of credit control. There is also 
a statistical appendix and references for further 
reading. The title of the book very properly em- 
ployes the word “policies” for it is made clear 
that there has been no consistent policy which 
might be analyzed. Credit policy in the pre-war 
period, based upon gold movement, was abandoned 
during early post-war years when gold movements 
became an unsatisfactory guide. Hence, new tests 
had to be set up, raising the question of objectives. 
But these require a technique. The analysis of the 
latter shows that demand for additional member 
banks reserves can be met in several ways, though 
funds from abroad and Federal reserve credit 
are foremost. But these are influenced by‘ redis- 
count and open market operations of reserve banks, 
the effectiveness of which depends upon the extent 
to which the market is in the reserve banks, to 
use the English expression and upon their excess 
reserves. 

A description of credit policy from 1922-1931 
brings out the chief events that must come in for 
analysis which begins with “Major Standards.” 
Here it is shown that reserve policy has had a 
stabilizing effect on short-time irregularities, but 
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none of cyclical, though, for that matter stabiliz- 
ing of the latter was never an objective of policy. 
At any rate there emerged a conception of policy 
—the promotion of a “sound” credit situation. Dr. 
Hardy’s analysis makes it clear that here the price 
level was not a primary consideration. On the 
other hand the extent to which “productive re- 
sources” are employed became the main test. The 
system adapted “itself to conditions as it found 
them” by working against the extremes of inflation 
and deflation, a policy consistently followed until 
1928. What, then, were its merits? Prerequisites 
of its success are (a) ample excess reserves and 
large assets; (b) complete statistical data; (c) 
an adequate formula of business fluctuations which, 
by the way, was not available and is not likely 
to be soon; (d) positive effectiveness, a point of 
doubtful dependability since psychological reaction 
to easy money during depression is quite uncertain 
because of the unpredictable attitude of the public 
toward the unspent margin. Thus Dr. Hardy finds 
little hope that business can be controlled by con- 
trol of credit under the sound credit formula or 
any other. In any event, the policy was abandoned 
by 1928 and thereafter the repression of excessive 
speculation became the immediate objective of 
policy. 

The author also finds little evidence that re- 
serve policy was influenced by desire to codperate 
with foreign central bank objectives, nor was there 
much evidence of policy influenced by fear of a 
movement of reserve credit into speculation until 
1927, when it was decided to check that trend. But 
disagreement arose as to the method to be pursued, 
for the New York Reserve Bank held that control 
of quantity of reserve credit must be the premise 
from which to proceed, while the Board held 
quality to be the essential consideration. The 
former view prevailed until the middle of 1929, 
but the results were negative due to “loans for 
others” and country banks. So, “credit restriction” 
gave way to “direct pressure” until the New York 
Reserve Bank refused to codperate. But the course 
was futile as a check upon the stock market, though 
it did limit the flow of reserve credit into specu- 
lation; a cushion of reserve credit was made avail- 
able to finance the liquidation movement but the 
attempt to allocate credit, like rate control, was 
insufficiently tried to warrant appraisal. More- 
over, he finds no evidence that the stock market 
was absorbing credit needed elsewhere. After an 
interesting analysis of errors in the views advanced 
by Anderson and Cassel, he concludes that the 
policy of the Board may be defended only be- 
cause (a) the stock market boom was, potentially, 
a factor tending to generate an industrial or com- 
mercial boom and (b) the growth of security 
loans and investments financed by banks increased 
“the economic area subject to shock.” Apparently 
he feels that the Board lacked an index with which 
to measure the degree of excess brokers’ loans and 
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thus proceeded without chart or compass. There- 
fore, the position of the Board with reference to the 
market was necessarily weak. Passing from this 
most vital chapter, Dr. Hardy takes up “Reserve 
credit and the gold supply.” Here the policy was 
to neutralize gold movements, thus contributing to 
their vastness by impairing the corrective forces. 
As to what policy should have been followed, that 
depends upon whether a country wishes to keep 
step with the rest of the world. If it does not, 
then managed currency is the answer and that 
should have been our course up to 1925, but from 
then on gold should have been allowed to have 
its full effect. 

Then comes price stabilization as an object of 
policy. Here we find Dr. Hardy in almost complete 
disagreement with proponents of stabilization. No 
set of prices can be selected as an adequate criterion 
of stability—several must be used. Besides, not 
all price changes come from the money side and 
stabilization of those originating from other causes 
is undesirable. Apparently, Dr. Hardy would like 
to see the restoration of a gold standard as nearly 
automatic as possible and stabilization is incom- 
patible with such a position. But stabilization brings 
up the question of the efficacy of technique for the 
purpose and we learn that the rediscount rate and 
open market operation “constitute a crude and 
circuitous technique.” Moreover, “credit control 
is not a panacea; it is an experiment.” This posi- 
tion is, of course, consistent for they are devices 
for a managed standard. 

Dr. Hardy renders distinguished service when 
he makes it clear that open-market operations have 
become the chief reliance of credit control, thus 
fostering collateral loans to member banks. At 
the same time came the change in methods of 
corporate financing which promoted security loans. 
The two tendencies together have just about un- 
dermined reserve control of the qualitative aspects 
of member bank credit. But the increase of security 
loans and investments of member banks has not 
made the member banks relatively less liquid, for 
commercial loans, under American practice, have 
never possessed true liquidity. 

Dr. Hardy’s stimulating book hews to the line 
rather too severely for the general reader. To 
really appreciate his penetrating analysis one 
should have a good grasp of monetary theory, @ 
knowledge of the money market, an understanding 
of central banking in general and federal reserve 
banking in particular along with a grasp of re 
cent trends in corporate financing. With such & 
background, the book is invaluable and it will doubt- 
less appeal to all students of central banking. There 
is an atmosphere of vagueness about the work which 
will annoy the unspecialized student, but the 
author deals with a vague subject and very effet- 
tively. 

E. A. Kixcam 

University of Virginia 
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American Business Leaders. F. W. Taussig and 
C. S. Joslyn. (New York: The Macmillan Co., 
1982. Pp. xiv, 319. $8.75.) 

“American Business Leaders” consists of twenty 
chapters, and appendices, organized into five parts, 
namely (a) Objects and methods of the inquiry; 
(b) Character of the sample; (c) Occupational 
origins; (d) Conditions of environment; (e) Sum- 
mary and conclusions. “The fundamental problem 
in which we are interested is that of economic in- 
equality.” Having thus stated the basic purpose of 
the study, the author makes a clear statement of 
methods employed in its analysis and then defines 
a business leader as “a person occupying a posi- 
tion as a major executive, partner or sole owner 
in a business of such size as to be of more than 
local importance in its respective field.” The sam- 
ple employed contains 6801 names or about one- 
fourth of the nationally known business leaders. 
More than 50 per cent of the 6301 come from five 
states—California, Illinois, Massachusetts, New 
York and Pennsylvania. Moreover, more than 50 
per cent come from twelve cities of 500,000 or more 
population and 28.3 per cent come from New York 
City alone. Distribution as to industries and busi- 
ness is also shown and the whole is then classified 
into five grades according to the size of the business 
with which the leaders are connected. 

In Part III, occupational origins, it is shown 
that 20 per cent of the fathers of leaders were 
“small business men,” while 44 per cent were “ma- 
jor executives,” “owners of large businesses” and 
“professional men.” In all 56.7 per cent of leaders 
were sons of business men, while 30 per cent were 
sons of “major executives” and “large owners.” 
There is some evidence of imbreeding and it seems 
that business leaders are being recruited increas- 
ingly from among sons of major executives, Yet 
the data warrant neither the conclusion that busi- 
ness leaders constitute a “caste-like group,” nor 
that ownership or management of large businesses is 
becoming hereditary, though the tendency may in- 
crease, 

The authors compare their data with that of 
Sorokin, Visher, Odin, Ellis and Maas and agree 
with them that the upper classes in society and, 
to a less extent, the middle class, are far more 
productive of men of distinguished achievement 
than the lower. As for occupational stratification, 
it appears to be greatest among professional men 
and the big business class and least among farm- 
ers, since the former can experience no upward 
movement. And the authors agree with Sorokin 
that “the greater the social distance to be covered 
in @ movement between occupations the smaller 
the number of individuals participating in the 
movement.” Thus, of 66.7 per cent of sons moving 
out the laboring class (unskilled and semi-skilled) 
only 11.4 per cent succeeded in reaching the high- 
est class. Moreover the movement was not often 
accomplished at one jump. 
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The conditions of environment, influential con- 
nections, financial aid, general schooling and formal 
business training, are then considered. Here we 
learn that the typical American business leader is 
not a college man. Indeed, he is not even a high 
school or grammar school graduate, though the num- 
ber of college graduates among business leaders 
is increasing. Indeed, at present the typical business 
leader is without formal business training. How- 
ever, 39.2 per cent of business leaders as a group 
received help of some kind in attaining their pres- 
ent status, although there is no evidence that the 
more successful respondents were more favored in 
this respect than the less successful. Neither is 
there clearly defined relation between the degree 
of schooling and the nature of the position held. 
Hence, the larger proportion of college graduates 
in the higher grades may reflect not education alone 
but other favoring factors associated with school- 
ing. But the authors do not accept this view. Rather 
they incline to the view that those able to survive 
the process of educational selection to the point 
of graduation are superior in general ability to 
those leaving school at an earlier age. “College men 
do well in business for the same reason they did 
well in school—because they have industry and in- 
telligence beyond the average.” As for formal busi- 
ness training and business achievement, it can only 
be said that those who have it reach their positions 
from two to seven years earlier than those who have 
it not. 

The present generation of business leaders has 
been recruited for the most part from the sons of 
business men. Indeed, it is possible that two-thirds 
of the successful business men will be so recruited 
by the middle of the century. Still, the evidence 
of a “caste-like group” is lacking, even though the 
business and professional class constitute only about 
ten per cent of the “gainfully employed” while 
supplying 70 per cent of the business leaders. Now 
is this disparity the result of “privilege” or “su- 
periority,” environment or hereditary traits? The 
environmental factor shortens the time of achieve- 
ment but it does not explain the degree thereof. 
The “privilege” view—an “abundance of talent in 
the lower classes but that talent fails to develop 
due to a lack of necessary opportunities and ad- 
vantages”—is not confirmed by the data. When it 
comes to economic inequality, represented by dif- 
ferences in earnings attained in different groups, 
there is no basis for the conclusion that these rest 
upon privilege. Indeed, the failure of laborers’ 
sons to compete on equal terms with the sons of 
business and professional men for the more highly 
paid positions is more likely to be explained in 
terms of ability than in terms of opportunity, 
though it should be said that social atmosphere 
surrounding the growing boy is an imponderable 
factor of real significance, even if it may easily 
be over-stressed. Thus the authors conclude that 
“Our results strongly suggest, even if they do not 
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prove, that inequality of earnings between the 
several occupational classes has its origin in a 
fundamental inequality of native endowments, 
rather than in an inequality of opportunity.” 

In view of the great care with which the data 
were obtained and analyzed and the cautiousness 
with which deductions are made, this conclusion 
must be given much weight by all students of what 
may be referred to as the determining social forces. 
In particular, the findings with respect to environ- 
mental factors, including education, will bear care- 
ful reflection on the part of all educators in the 
field of economics and commerce. It should be 
added that the book is truly a joint product, for 
Prof. Taussig graciously gives his younger colleague 
the credit of a full partnership in the work. In 
this respect the book differs from some now being 
published wherein one “author” lends his name to 
the work of others. 

E. A. Kixcaw 

University of Virginia 


War Debts and World Prosperity. Harold G. Moul- 
ton and Leo Pasvolsky. (Washington: The Brook- 
ings Institution, 1982. Pp. xx, 498. $8.00.) 

The authors have divided the twenty chapters of 
this work into (a) an Introduction, (b) The Story 
of Debt Settlements, (c) The Story of the Repara- 
tion Negotiations, (d) The Breakdown of the Pay- 
ment Programs, (e) Economic Implications of the 
Debt Problem and (f) Statistical Appendixes. 

The first chapter defines war debts and presents 
the problem—the economic desirability of cancella- 
tion on the one hand, versus collection on the other. 
The comes the net debit or credit position of each 
of the twenty-eight involved countries followed by 
an excellent chapter on economic fundamentals. 
Debts must be paid in goods or services; only the 
excess of exports over imports is available for their 
payment; goods exported must be the result of 
current production; the necessary foreign exchange 
must be purchased by the paying government from 
its tax revenues and, if it is to have these, it must 
not only have a balanced budget, but also a budget 
surplus, for a budget surplus plus an excess of in- 
come over outgo in international trade and finance 
is the measure of capacity to pay. 

The origin of the war debts is then analyzed with 
respect to pre-armistice, war and post-armistice 
periods. The loans were made to finance purchases 
in creditor countries chiefly for the purpose of 
financing the war. Thus the United States sup- 
plied the allied government with funds with which 
to meet payments and it was evident from the first 
that these were “advances” or “loans,” hence, ob- 
ligations whose payment did not “depend on the 
political results of the war,” a view which it was 
hoped we would accept. Indeed, effort was made 
before the armistice and during the Peace Con- 
ference to secure joint consideration, but it failed 
as did the attempt of Great Britain to obtain all 
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around cancellation and the effort to tie reparations 
and war debts together, thanks to Secretary Hous- 
ton and President Wilson. 

Under the Act of 1922, the Debt Commission 
took up negotiations looking to settlements and the 
Treasury continued the work in 1926. In the end 
$11,579,000,000 of debts were settled on terms call- 
ing for collection of this amount plus $10,679,000,000 
interest, or $22,259,000,000 in all, But the present 
value of the funded debt, on a 4.25 per cent basis 
over 62 years, is found to be only $6,879,000,000 or 
48 per cent the aggregate prior to refunding. Thus 
particular countries won reductions varying from 
75.4 per cent for Italy to 19.7 per cent for Great 
Britain. These, in turn, made settlements, involving 
concessions, with their debtors, Great Britain ob- 
taining $1,167,800,000 in principal and interest fora 
debt of $1,273,700,000. 

As for reparations, Germany, Austria, Hungary 
and Bulgaria alone were required to pay these. 
Claims filed against them aggregated $53 billions, 
but the total to be paid was fixed at $33 billions. 
Although this decision took the form of an ulti- 
matum, two and one-half years from May 5, 1921, 
were consumed in effort to enforce payment. Even 
so the schedule of payments was defaulted fifteen 
months later and France, viewing the default as 
deliberate, occupied the Ruhr and the schedule 
went into the discard. It was then that Secretary 
Hughes suggested the fact-finding basis of ability 
to pay which led to the Dawes plan. While the 
latter involved some real gains, unfortunately, it 
did not fix the total of reparations and it involved 
foreign control of German economic activity, weak- 
nesses which became the bases of demand for a 
new settlement. The desire of France to “commer- 
cialize” reparations, added to these, developed the 
Young Plan. The latter was a vast improvement, 
but its framers were influenced by the false opti- 
mism of the “new-era” and within two years it 
broke down both as “unconditional” and “post- 
ponable” annuities, 

Meanwhile Germany continued payments which 
aggregated not less than 21,585 million marks. Since 
Germany had neither a budgetary nor foreign trade 
surplus, how had she managed to pay so much? By 
going more and more deeply into debt. In the 
period from 1924 to 1981 Germany’s international 
income fell short of outgo by some 18 billion marks. 
Meanwhile her net foreign debt increased 15 bil- 
lion marks. About 55 per cent of the German long- 
term bonds were sold to the United States and this, 
in the face of the fact that 40 per cent of her for- 
eign debt or 10 billion marks, was short-term. 

The authors see no legal but close economic con- 
nection between war debts and reparations, for, in 
1980, the Allies were nearly meeting their own debt 
obligations with reparations from Germany. Be 
tween 1924 and 1981, Germany paid 11 billion 
marks on reparations account, but she borrowed 
18 billions (long-term and short) of which 50 per 
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cent came from us. Obviously a breakdown was due 
and the events of 1931 were not unexpected by 
students. Germany attributed the result to repara- 
tions payments, while critics held that she had not 
really exerted herself. Indeed, there was “a great 
deal of truth in both points of view.” The outflow 
of funds in 1980 exceeded inflow by 1.7 billion 
marks, the difference being provided from reserves 
of the Reichsbank and from short-term loans. 1931 
saw this situation more aggravated and flight from 
the mark gained momentum, while foreign loans 
ceased. Then came the collapse of the proposed 
customs union and Kreditanstalt. The gold and 
foreign exchange of the Reichsbank made new de- 
dines and the credit fabric was about to crash. 
Thus Gerinany was led to invoke the safe-guards 
of the Young Plan but, since these were inadequate, 
“action outside the existing agreements was re- 
quired” and President Hoover was induced to take 
it. But the moratorium was not sufficient, so the 
standstill agreements became necessary. Even these 
were not sufficient, so the Seven-Power Conference 
of July, 1981 finally worked out a program which 
became the essentials of the Lausanne Conference 
of July, 1982. Thus the fourth stage of reparations 
finally emerged. Since the Young Plan was held to 
be impossible, a new set of annuities was worked 
out whereby Germany is to pay $2 billions, inter- 
est and amortization. Lausanne terminated the 
reparations problem, so far as Germany is con- 
cerned, and evidenced the first tangible appreciation 
of the real significance of the policy of war debt 
collections. 

The authors conclude that the invisible costs of 
the war, dragged along for fourteen years, have 
exceeded all other costs; that the defeated central 
powers could pay reparations only if economic re- 
covery was permitted; that an international gold 
standard could not be maintained without the cen- 
tral powers; that the American loan policy was the 
basis for a fictitious prosperity that terminated, in 
1929, with the loans, for which there was no sound 
economic basis; that the creditor countries insisted 
upon payment, but refused to pursue a policy based 
upon the belief that actual collection was a good 
thing. Indeed, America steadfastly refused to per- 
mit her creditors to build up credit balances here 
against which they might draw in order to pay and 
“a country which is unwilling to receive payments 
cannot be paid.” Our fiscal and trade policies have 
been in fundamental conflict and, if we are to re- 
cover prosperity, they must be so revised that our 
export trade will be permitted to revive. “We can- 
not turn our backs on Europe and prosper.” 

The authors have conferred upon all economics 
students a distinct service for they have clearly 
set forth the sad record of our first venture ia 
the field of international finance and our first ex- 
perience as a creditor country. And there can be 
but one conclusion—we were quite unprepared to 
play the part into which we were drawn. More- 
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over, we cannot hope to meet our responsibilities 
as a creditor country until economic provincialism 
is broken down and we learn to think internationally 
both in matters economic and political. 

E, A. Knrcamw 


University of Virginia 


Financial Policies of Public Utility Holding Com- 
panies. Mervin H. Waterman. (Ann Arbor: Bu- 
reau of Business Research, University of Michi- 
gan, 1982. Pp. vi, 186. $1.00.) 

The fall of the price level since 1929 was bound 
to affect most drastically the equity of corporations 
with a large leverage factor and no class of cor- 
porations qualifies better for this group than hold- 
ing companies. Add to this inherent susceptibility 
to the dangers of a depression the appearance of 
evidence of the fraudulent use of the holding com- 
pany’s device for ulterior motives as thus revealed 
in the Kreuger & Toll and Insull failures, add fur- 
ther the distrust of monopoly and a financial 
“octopus” so typical of American political psy- 
chology, and little wonder that holding companies, 
still fairly respectable in 1981, fell to the nadir 
of pubic sympathy in 1983. Bonbright and Means’ 
“The Holding Company” attacked the abuse of this 
corporate device for the purpose of circumventing 
legal restrictions; the holding company was found 
guilty in the industrial as well as in the public 
utility, the railroad, and the banking field. 

It is very commendable if at a time when an 
institution has few friends and when no discrimina- 
tion between good and bad holding companies is 
made, somebody undertakes to find out whether 
it is the institution of the holding company per 
se or the management of this corporate device 
that has aroused general criticism. 

The procedure used in this study to test the 
practices and policies of public utility holding 
companies was not to present a purely statistical 
analysis of a large number of holding companies 
but a detailed discussion of five samples. The cri- 
teria for which these five samples were chosen 
were: homogeneity as to the nature of their busi- 
ness (gas and electric in the U.S.); but difference 
as to their financial and operative policies. The 
companies then selected were: (1) American Power 
& Light Company, (2) Associated Gas and Electric 
Company, (3) The North American Company, (4) 
Standard Gas and Electric Company, (5) The 
United Light and Power Company. 

The discussion of the financial and operating 
policies of holding companies follows the contents 
of the contract used by the Electric Bond and 
Share Company in establishing its managerial posi- 
tion with the American Power and Light Company 
and its subsidiaries. 

(1) Operating Services: It is customary for par- 
ent companies to supervise the operating activities 
of their subsidiaries by employing the services of 
high paid specialists whose constant advice would 
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be too costly for the independent operating unit. 
Against this argument Waterman cites the notori- 
ous efficiency of unaffiliated operating companies 
such as the Detroit Edison Company and the dem- 
onstrated success of the North American Company 
which has strictly restrained itself from detailed 
operating supervision of its subsidiaries. Water- 
man adds that it is not evident to him exactly how 
the consolidation of street railways, electric com- 
panies, gas companies, ice companies and water 
companies under one management can increase their 
technical efficiency, 

(2) Purchasing Activities, (83) Engineering Serv- 
ices, (4) Construction Services, (5) Public Rela- 
tions Services, (6) Fiscal Agency Services, (7) 
Financial Services: To all these benefits that hold- 
ing companies claim to bestow on their subsidiaries, 
Waterman applies his skeptical critique. This gen- 
eral position may be summarized in the contention 
that large corporations are able to raise capital 
more readily and more cheaply and thus give more 
extensions and improvements of service than small 
companies can, but that it is by no means neces- 
sary to create billion-dollar corporations to achieve 
those advantages. 

Aside from this approach there remains the test- 
ing of the fairness of charges levied by holding 
companies on their subsidiaries. The United Light 
and Power Company charged 2 per cent of gross 
revenues for management services and (in addi- 
tion) various amounts for engineering, construction 
and special services. It has been the approved 
practice of subsidiary companies to charge their 
management fees to operating expenses along with 
labor, material, supplies and other expenses; or, 
if the charge was for construction, to capitalize the 
fee as one of the costs of construction. In this way 
the parent companies were sure of their fees, and 
in so far as the charges were allowed as operating 
expenses or construction costs, they were covered in 
the operating companies’ rates and did not reduce 
operating profits. 

The next chapter discusses parent company ver- 
sus subsidiary company financing. Of the five hold- 
ing companies scrutinized, three, namely, The North 
American Company, The American Power & Light 
Company, and the Standard Gas and Electric Com- 
pany had about three-fourths of their book assets 
represented by subsidiary financing. The United 
Light & Power Company and the Associated Gas 
& Electric Company, on the other hand, seemed to 
favor parent company financing, each having over 
one-third of its total book assets represented by 
parent financing. The Associated Gas & Electric 
System embarked on its plan to rely mostly on 
parent company financing with determination, as 
evidenced by the president’s report to stockholders 
for the year 1927. 

“The financial policy of the Associated manage- 
ment has been characterized by a radical departure 
from the practice that had hitherto prevailed 
among nearly all the large public utility groups. The 


The Accounting Review 


essence of this policy is the restriction to a mini- 
mum of the issue of underlying bonds and pre. 
ferred stocks of local operating companies and the 
building up in every possible way of the credit of 
the Associated company to a point where it could 
obtain all the money needed for the operating 
properties through the issuance of its own securi- 
ties either by loan or by share capital or both. As 
contrasted with the policy of issuing mortgage 
bonds or other long term obligations of local op- 
erating companies and providing only a small 
amount of the needed funds through the issuance 
of parent company securities, the financial plan of 
the Associated System has . . . distinct advantages,” 

The unfavorable market development for public 
utility holding company securities that character- 
ized the years 1931 and 1932 caused the Associated 
Gas & Electric System to revert to the use of 
underlying issues of its subsidiaries. As Waterman 
concludes, the experiment of the Associated Gas 
& Electric Company proved a failure, or at least 
resulted in an embarrassing situation demanding 
temporizing and change, in the face of adverse 
market conditions. What had happened was that 
the investors had finally begun to realize that not 
only do subsidiary bonds, preferred and common 
stocks have priority over parent company securi- 
ties, but also subsidiary bank loans and other forms 
of floating debt. 

The mechanics of this “trading on the equity” 
meant that the value of the Associated Gas & 
Electric Company properties had to shrink by only 
7 per cent to eliminate the equity behind the Class 
B and common stocks, and thus to threaten the 
stability of the company. 

As to the methods of acquisition of additional 
subsidiaries, the author favors the exchange of 
stocks and illustrates in several cases the dangers 
involved if cash or prior lien securities are offered 
in return for the common stock of operating com- 
panies. 

Chapter VI deals with the function of holding 
companies as distributors of securities, i.e., their 
entering the field of investment banking. Water- 
man’s attitude is largely critical, from the point of 
view of the corporation as well as from that of 
the investors. The nature of the public utility in- 
‘dustry as serving a constantly growing public need 
suggests emphasis on financing by the reinvestment 
of earnings rather than by the sale of short-term 
bond issues or bank credit. The use of stock divi- 
dend payments, as consistently practiced by the 
North American Company is regarded as ideally 
suiting the corporation and its stockholders. 

The book is characterized by a careful and un- 
biased presentation of facts and its unpretentious- 
ness stands in contrast to its quality. 


Rosert WEmENHAMMER 


University of Minnesota 
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Beforderungsunternehmungen zur See. Otto Reu- 
ther. (Stuttgart: C. E. Poeschel Verlag. 1983. 
Pp. ix, 281. R.M. 14.50.) 

This treatise represents the first German study 
of the economics of ocean transportation. The first 

rt of the book discusses the evolution of ocean 
traffic, of sailboats, freight and passenger steam- 
ers. Other chapters are devoted to personnel prob- 
lems, harbor conditions, maritime law, maritime 
jnsurance and related topics. 

The second part deals with problems of business 
administration, such as the evaluation of assets, 
the determination of depreciation rates, the proper 
requirements of working capital, cost accounting, 
presentation of balance sheets and profit and loss 
statements, the influence of the business cycle on 
shipping rates and general policies of shipping cor- 
porations. 

The interest in the subject is necessarily some- 
what limited on account of its rather special as- 
pects, For those, however, who wish to learn more 
about the administrative problems of shipping or- 
ganizations the book can be recommended as a 
very adequate treatment. 

Rosert WEDENHAMMER 


University of Minnesota 


Basie Standard Costs. Eric A. Camman. (New 
York: American Institute Publishing Co., Inc., 
1982. Pp. v, 282, $3.50.) 

This is a very satisfying work; the author’s wide 
experience in the practical applications of his sub- 
ject, and his skill in exposition, combine to make 
a substantial contribution to the subject. The pub- 
lication of a work of this nature by the American 
Institute, our leading body of public accountants, 
is in itself something of an event. The expression 
in the Editor’s Note: “Only a small amount of dis- 
cussion (of standard costs) has taken place,” has 
reference probably to public accounting groups. 
To those who have moved in cost accounting circles 
for any length of time, and have seen the subject 
of standard costs included in every program of 
note during the last twelve years, the topic has 
come:-to be regarded as a perpetual one, as indeed 
it is likely to be from now on. For it is true that 
the discussions and publications which have hither- 
to been available leave much to be desired, and even 
those who consider themselves fairly conversant 
with the subject will feel that they are learning 
something when they read Mr. Camman’s book. 

It is probable that public accountants have sup- 
plied themselves, out of readings or contacts with 
cost associations, with what they may have missed 
on the subject of standard costs from the discus- 
sions of the C.P.A. societies, if it be true that 
little discussion has there occurred. Some phases of 
Standard costs have considerable bearing on the 
computation of cost of goods sold and on inventory 
valuations for a manufacturer, matters which are 
constantly before the public accountant. It is diffi- 
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cult to see how a man can be a good auditor of 
manufacturing accounts without some acquaintance 
with the principles of standard costs. 

One of the most interesting parts of the book 
is Chapter III, in which the distinction is drawn 
between “ideal” standards and “basic” standards. 
The emphasis which the author places upon the 
latter is in fact what gives the title of the book 
its significance. “Ideal” standards are the expected 
costs, primarily perhaps a means of holding the 
organization up to a high level of performance. 
This being the case they must be frequently 
changed; otherwise changes in methods or other 
conditions will render them obsolete as ideals. 
“Basic” standards, on the other hand, are stand- 
ards of measurement only, and as such can be re- 
tained for a long time without change. The funda- 
mental concepts are (1) the definition of standard 
operations and other cost quantities, (2) the evalu- 
ation of these in terms of materials, labor and 
burden. Thereafter these standards are, under the 
basic plan, adhered to for a considerable period; 
and it is a regular part of the mechanism to com- 
pute the ratios between actual and standards. If 
one needs actual costs at any time, for assembling 
quotations or for figuring inventory valuations and 
cost of sales, this is accomplished by the application 
of these ratios to the standard valuations. 

This is one of the most difficult problems con- 
fronting anyone engaged in the instalation of 
standard costs, and obviously it must be dealt 
with at the outset. It is easy to see that constantly 
changing the standards is likely to produce an im- 
pression of having no standards at all; on the other 
hand, a statement of variations computed from 
standards set some time before, which means that 
the variations necessarily reflect changes made 
long ago and already noted many times by the man- 
agement, would seem not to be the most helpful 
type of report. Although, therefore, “basic” stand- 
ards may be the best in many circumstances, one 
can imagine conditions in which the “ideal” stand- 
ards, as defined by Mr. Camman, would serve the 
purpose better. Certain errors are pointed out 
(page 47) which may result from using ideal stand- 
ards, but presumably they could be corrected by 
the use of some such system of ratios as is applied 
to the basic standards. Or do the latter have a 
monopoly on these ratios? 

The book opens with an attack upon job costs, 
which presumably the author regards as the chief 
rival, or perhaps the chief obstacle, to the ac- 
ceptance of standard costs. Gathering job costs 
as a matter of historical review and record is re- 
garded as a cumbersome procedure, and not at all 
helpful as an instrument of control. The proposal 
is that all jobs may be broken down into their basic 
operations, and costs computed on these for all 
work done within a period, in a manner analogous 
to process costs. Where it is desired to make a con- 
stant effort to control manufacturing cost it would 
seem pretty clear that the standard costs furnish 
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a much more effective instrument, as well as pro- 
viding the results more promptly. 

Successive chapters show the computation and 
discuss the significance of variations in materials, 
labor and burden, an understanding of which is 
part of the necessary equipment of any man who 
undertakes work of this sort. Following these are 
chapters on various types of manufacturing opera- 
tions, including graded products and joint products. 
In connection with the latter subject one notes that 
“Accounting Terminology,” recently published by 
The American Institute, does not include any defini- 
tion of “by-product” or “joint product.” Probably 
such definitions could not be expected in this par- 
ticular work, dealing as it does primarily with 
financial accounting terms. But it would be very 
desirable if some concensus could be arrived at 
for distinguishing between the two concepts. For 
practical purposes “joint products” and “joint 
costs” ought to refer to products of sufficient im- 
portance to justify the separate costing of each 
product; whereas “by-products” might well be re- 
stricted to products which are so secondary that 
it is not worth while to compute a separate cost 
for them; in other words, the total proceeds of them 
are treated as mere credits or deductions in the 
main manufacturing account. 

Basic Standard Costs will not be found easy 
reading for the layman, nor for the busy general 
executive. But any well equipped cost accountant 
should understand the concepts which Mr. Camman 
presents, and the mechanisms by which they are 
evolved. This does not mean that he will necessarily 
use all of them, but he should be equipped to use 
them in appropriate circumstances. The man who 
lias these probems to contend with will find that this 
book presents its complex subject matter with thor- 
oughness, precision and clarity. 

T. H. Sanvers 

Harvard University 


The Valuation of Real Estate. Frederick W. Bab- 
cock. (New York: McGraw-Hill Book Company, 
1982. Pp. xi, 598. $5.00.) 


As the title suggests, the book is a treatise on 
the methods employed in appraising real estate. At 
the outset the author indicates that the technique 
of evaluating real estate can do little more than 
provide guides by means of which the appraiser’s 
judgment is directed and that attempts to reduce 
valuation to mathematical formulae are futile. His 
insistence that judgment plays the important part 
in sound processes for determining value has led 
to an emphasis on the necessity of the appraiser’s 
acquaintance with many other fields of economic 
activity and to an explanation of the interde- 
pendence of the utilization of land and all phases 
of human endeavor. 

The first part of the book is devoted to a con- 
sideration of the economic background. We are 
dealing here with the measure of the benefits which 
we are to enjoy from the possession of certain 
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rights arising from ownership. If left to itself, 
land can be of no value, but, if we acquire it and 
utilize it, our ownership is vested with rights, the 
future enjoyment from which we may measure. 

Valuation data are characterized in part two. The 
effect of changes in population, the influence of 
social and racial factors, architecture, the economic 
life of the improvement and the power of the state 
are shown to be of importance in forecasting the 
degree of the future enjoyment arising from the 
use of land. Of particular interest is the chapter 
on city growth and distribution of population, in 
which the author indicates that the future of real 
property is conditioned by the trend of develop- 
ment of the district and city within which the 
property lies. 

The theory of valuation is discussed in part three. 
With this section the development of a theoretical 
method of appraisal begins. As future income is the 
basis of real estate value, the accuracy of a.com 
putation of value depends upon the quality of the 
forecast of the return. If value is, in fact, a measure 
of the worth of future benefits, sound prediction 
of what the benefits are to be must preclude a com- 
putation of their measure. 

After describing a theoretically correct method 
of valuation, the author suggests that it is subject 
to modifications when applied to practical cases. 
These modifications are necessitated by the fact 
that the conditions of the problem make it impossi- 
ble to discover certain facts essential to the method. 
Therefore, the seven practical processes which fol- 
low are to be construed as necessary modifications 
of the theoretical method. The application of these 
methods to practical problems is emphasized by 
the presentation of a large number of well chosen 
examples of procedure based on concrete experi 
ences. 

Forecasting returns, with which the author deals 
in the next part of the book, conveys to the reader 
the necessity for an inexhaustible supply of ex- 
periences on which to base the judgment of eam- 
ing expectancy. As future income, not present re- 
turn, is the basis of value, accurate predictions of 
rents and expenses will be productions of those 
whose judgments are backed by wide acquaintance 
ship with past experiences. 

While the chapters preceding part six are con- 
fined to an examination of the processes used in 
predicting returns, the ensuing ones deal with the 
valuation of the predicted income. By a series of 
several admirable examples the author proceeds in 
this part to evaluate real property held in fee sim- 
ple, leasehold estates and equities. 

For the sake of unity, I should prefer that the 
author had assigned to other sections of his book 
the subjects which he has treated so well in part 
seven under the caption of Details of Valuation 
Procedure. His expositions of depreciation and ob- 
solescence, risk and interest rates, and others are 
rare contributions of inestimable value to one en- 
gaged in the problem of utilizing land. However, 
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if they had been placed in sections of the book 
dealing with subjects with which they were vitally 
concerned, I should feel that the book would have 
dosed with a more apparent accomplishment of 
its purpose. Nevertheless, their omission would 
have impaired its value considerably. 

While the volume is one of the more scholarly 
treatises on the valuation of real estate, the author 
has accomplished more than he proposed. He has 
presented as a by-product a portrayal of the es- 
sence and spirit of real estate. He leaves with the 
reader the conviction that the areas, shapes and 
positions of certain parts of the earth’s crust and 
the brick and mortar with which they are improved 
are elements which contribute to the land’s capacity 
for producing rents and creating amenities, which 
in turn are measures of the degree by which it may 
satisfy man’s physical and social desires. He has 
displaced the idea that cost is value with the as- 
sertion that enjoyment of the benefits which land 
is capable of yielding is the measure of our wealth 
inland. Most of all, he has left something more than 
an implication of the fact that the universality of 
the application of real estate to our lives permits 
the conclusion that judicious utilization of land 
results in the enjoyment of its benefits, while its 
misuse is attended inevitably by severe penalties. 

F. DeW. 


Advanced Accounting. Frank H. Streightoff. (New 
York: Harper & Brothers Publishers, 1982. Pp. 
xi, 656.) 

As indicated in the preface of this book, “The 
writer's purpose has been to produce a concise, 
teachable text for second-year university courses 
in accounting which should (1) build upon the first 
year’s work a well rounded knowledge of account- 
ing principles, (2) illustrate the wide range of 
technic in applying these principles to different 
types of businesses, (8) afford training in analysis, 
and (4) indicate some of the services of accounting 
to management.” This purpose seems to have been 
adequately fulfilled. The book is not “just another 
book on accounting,” but a real contribution, par- 
ticularly from the pedagogical viewpoint. How- 
ever, the book should not be restricted to use by the 
wiversity student for it is a worthwhile addition 
to the library of the practicing accountant and to 
that of the business executive. The accountant may 
well find it profitable to review in the concise form 
presented here some of the fundamentals of his 
profession. The executive may broaden his knowl- 
edge of accounting principles and may obtain a 
greater appreciation of the usefulness of account- 
ing. 

By considering in the first two chapters the con- 
struction of balance sheets and operating state- 
ments the book enables the student to progress 
from what should be familiar and comparatively 
simple io what is new and difficult. 

The next four chapters are concerned with the 
valuation of assets, liabilities, and net worth. To 
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indicate the scope of the book a list is presented 
of the topics covered by the remaining chapters: 


Internal Check and Audit 

The Correction of Errors 

Budgeting 

Analyzing Changes in Net Profits 

The Statement of Application of Funds 

Consignments 

Joint Ventures and Contracts 

Instalment Sales 

Agencies and Branches 

Real Estate Developments 

Factory Accounting 

Municipal Accounts 

Partnership Vicissitudes 

Accounting for Estates and Trusts 

The Statement of Affairs 

Receivers’ Accounts 

The Statement of Realization and Liquidation 

Consolidation and Combination 

The Consolidated Balance Sheet After Acquisi- 

tion 

The Consolidated Statement of Profit and Loss 

Interest Problems and Accounting 

Some Applications of Mathematics to Valuation 

Elements of Graphic Presentation 

Professor Streightoff has given careful attention 
to the arrangement of these topics, although after 
the early chapters many of them are independent 
and could be taken in some other order if the in- 
structor so desired. 

Each chapter is neatly summarized and appended 
to each there are well planned questions and ample 
references for supplementary reading. In the back 
of the book there are more than one hundred 
pages of problems, arranged to illustrate particular 
chapters. The presentation of more problem ma- 
terial than can be covered in a typical course al- 
lows the instructor to select the problems best 
suited to the needs of his class. The author states 
that, “About sixty per cent of these problems are 
taken directly, or with some adaptations, from the 
C.P.A. examinations of states which do not use 
the Institute tests, which leaves the Institute prob- 
lems fresh for more advanced courses.” 

A minor criticism of the book might be that 
there is a tendency to be definite on some points 
that are open to debate. For example the statement 
is made that, “The valuation of fixed and deferred 
assets simmers down to a determination of real 
cost and a calculation of proportionate use.” Again, 
“Life insurance policies should be valued at their 
cash surrender value.” This however is an aid to 
students and instructors who seek a very definite 
body of principles. For the great majority of topics 
the author takes the preferable course of illustrat- 
ing various methods and then stating what he be- 
lieves to be the best practice from the viewpoint of 
sound accounting. 


C. B. Nicxersow 
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Public Utility Regulation, by W. E. Mosher and 
F. S. Crawford. (New York: Harper & Bros., 
1988. Pp. xvii, 612. $8.75.) 

In these days of rapid transition it is difficult 
to write a book which presents the latest develop- 
ments in any field involving law, business, or eco- 
nomics. Certainly, current changes in the political 
and practical aspects of public utility regulation 
almost defy classification. However, the authors 
of this new treatise on public utility regulation 
have done well in presenting a complete picture 
of the problems, developments, and proposals re- 
garding utility regulation. Developments since 1932 
and in the future may change the picture and 
may even change the authors’ conclusions, but at 
present the work is a most up-to-date treatment 
of the regulatory problem. 

The book is well adapted either to formal course 
work where an analytical text is desired or to gen- 
eral reading for those who wish to obtain a back- 
ground in the subject of utility regulation. The 
authors’ approach is both historical and critical. 
Each phase of the main problem is presented with 
its legal and economic aspects, and there is suffi- 
cient criticism not only of utility practices but of 
the legal theories and economic misunderstandings 
which have been and are guiding many regulatory 
practices. The writings of others in the field are 
often referred to in order to secure the benefits of 
their contributions. These inclusions lend a tone of 
fairness and completeness to the work by presenting 
all sides of controversial problems. 

Three parts comprise this treatment of regula- 
tion: I—The Public Service Commission, II—Ad- 
ministrative Policies and Problems, and III—Spe- 
cial Problems. In Part I there is emphasis on the 
non-static character of public utilities and their 
relationships with the social order. Adequate criti- 
cism of present-day commission regulation, en- 
tangled as it is with judicial functions, concludes 
with the thought that “the original conception of 
the commission as an administrative agency must 
be reborn; it must permeate commission practice 
and procedures in all of its ramifications.” 

Part II provides the piéce de résistance by taking 
up the many problems of regulation with the idea 
that “any regulation worthy of name is interfer- 
ence with management.” With this assumption 
there is then considered the necessary and desira- 
ble amount of managerial interference in corporate 
organization and finance, accounting, depreciation, 
valuation and profits, rate structure, holding com- 
panies and the interstate problems of railways, 
telephone, gas and electric companies, and the 
radio. The authors’ emphasis on the “cost account- 
ing” aspects of depreciation which seem absolutely 
essential to adequate rate regulation is to be com- 
mended, as well as their plea for more detailed 
cost analysis as a basis for proper and non-dis- 
criminatory rate structures. The conclusions in fa- 
vor of federal control of holding companies seem 
to be based chiefly on the ineffectiveness of regula- 
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tion by state commissions, and are without sufficient 
consideration of the fact that substitution of fed- 
eral for state regulation might result in equally 
ineffective regulation of a most important social 
problem. However, their analysis of the need for 
holding company regulation and its essential scope 
is entirely convincing. 

In Part III are treated certain special problems 
such as motor competition, rural electrification, 
public ownership, and public relations. In seeming 
to favor government projects such as Boulder 
Dam, Muscle Shoals, and the St. Lawrence power 
project, the authors mention but place insufficient 
emphasis on the comparative costs of furnishing 
utility service via government investment. There 
might well be a clearer picture of relative efficiency 
in terms of costs that would facilitate a decision 
regarding the desirability of such steps towards 
socialization. 

The authors have succeeded in co-ordinating 
their writings to give their book a singleness of 
tone and a readable style. They have provided 
adequate references to trace the legal and economic 
bases of the work, and have likewise included a 
bibliography on the topic covered in each chapter 
as well as an index of legal cases involved. They 
offer a thought-provoking work accompanied by 
facts and reasoning to guide those thoughts to 
logical conclusions. 

M. H. Warerman 


Kalkulation und Kostengestaltung im Waren 
handel. Erich Kosiol. (Stuttgart: C. E. Poeschel 
Verlag, 19382. Pp. xv, 206. RM. 10.50.) 


This second volume of Kosiol’s study is based 
on the material published by the inquiry of the 
German Government into the conditions of the re- 
tail trade. In addition, certain academic research 
into special fields of retailing and material gath- 
ered by the German Institute for Business Cyele 
Research are used for comparative purposes. This 
concluding volume analyzes the influence of various 
factors, such as the rate of use of capacity, the size 
of the concern, the nature of the products handled 
and the technique of retailing on costs. 

As to the influence of changes in the rate of use 
of capacity the different criteria of measuring the 
use of capacity are discussed and the seasonal and 
cyclical factors and their reflections on costs are 
studied. The material used seems to justify the con- 
clusion that as to the size of the individual re 
tailing concern, the optimum is reached at a rather 
low figure. Costs in most branches of retailing ap- 
pear to become progressive as soon as the size of 
the concern exceeds a certain point. 

The strength of the book lies in its sound and 
clear cut approach to the problem of cost account 
ing in retailing and in the wealth of actual cost 
material that has been digested and which has ; 
found its reflection in the author’s conclusions. 

Rosert WemweNHAMMER 

University of Minnesota 
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Corporate Enterprise in Modern Economic Life. 
Paul M. O’Leary. (New York: Harper & Broth- 
ers, 1983. Pp. xi, 125. $1.00.) 

This is the fourth of a series of small books on 
contemporary economic problems, under the editor- 
ship of Paul T. Homan. The book is intended pri- 
marily as a supplemental college text for students 
in economics, although the material is presented 
in a readable, non-technical style that should be 
appreciated by the general reader in economics. 
While the title may convey the impression that the 
book deals with the general phases of the corporate 
enterprise, the work is devoted chiefly to the finan- 
cial aspects of the corporate form. The corporation 
has become the most adaptable of all forms of busi- 
ness unit. Of its many desirable features the ease 
with which large sums of capital can be brought 
together from many scattered sources is by far 
the most important. The second chapter reviews 
in a brief but lucid manner the mechanism cus- 
tomarily used to finance large corporations. This 
exposition gives nothing that is not to be found in 
any college textbook on corporation finance, but it 
sets up a necessary background for the chapters 
that follow. The widely scattered ownership of stock 
in corporations precludes intelligent participation 
by the stockholders in the management of the en- 
terprises. This situation has created a new seg- 
ment of interest in the conduct of corporate enter- 
prises—namely, the group of professional executives 
employed by boards of directors to carry on the 
actual details of management. The question of rea- 
sonable remuneration for these executives and the 
fair proportion of profits to which stockholders are 
entitled is discussed at length. The author raises 
some interesting questions. The banker, more par- 
ticularly the investment banker, plays a large part 
in the conduct of modern corporations, in as much 
as he sets up the machinery for procuring capital 
funds from far-flung sources. The relationships ex- 
isting between investment banking houses and cor- 
porations have not always been on a highly ethical 
plane. The author shows an inclination to scold 
about such situations after the manner of writers 
for the Nation. The wage earner is entitled to a 
reasonable share in corporate gross income—“the 
Wage earner’s segment,” as the author calls it. At 
times the rights of the wage earner come into con- 
flict with the rights of the stockholder. Too often 
the wage earners’ interests are subordinated to the 
interests of the stockholders. However, the author 
expresses confidence that the directors of corpora- 
tions are coming to see more clearly their responsi- 
bility to their employees. The investors’ segment of 
interest is treated in its turn. The losses to 
investors in the recent depression have been 
enormous. A number of iniquitous practices by 
Corporate managers and investment bankers have 


| Contributed greatly to these losses. Some of the un- 


ethical practices are briefly discussed, with especial 
teference to the holding company device. Many 
good qualities can be attributed to the holding 
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company, but it has “too often developed cor- 
porate situations so complex as to make impossible 
rational investing by the investors appealed to.” 
When corporations fail to meet their fixed charges 
they usually are reorganized. In such reorganiza- 
tions some classes of investors must take greater 
losses than others. The chapter dealing with this 
subject is well illustrated with examples showing 
different degrees of inequitabe treatment of minor- 
ity investors. The author sees hope for the small 
investor in the fact that the protective committee 
in the Kreuger and Toll collapse excludes repre- 
sentatives of the banking interests “whose stupidity 
and negligence have been largely responsible for 
the sad plight in which their numerous clients 
now find themselves.” Since funds of private in- 
vestors are indispensable in the continued develop- 
ment of business enterprise, it is most important 
that steps be taken to prevent that gun-shyness 
which recent experiences have tended to create. 
The author in his concluding chapter suggests some 
reforms that are interesting and in many respects 
quite practical. 
L. Jamison 


Financing the Consumer. Evans Clark. (New 

York: Harper, 1931. Pp. xii, 358. $8.50.) 

Mr. Clark signed his preface in June, 1930. The 
development of small loan agencies in the United 
States is covered to that time. The conclusions and 
generalizations, when read in 1933, inspire the wish 
that the story were known since. As from many a 
page of that false era some of this author’s state- 
ments must rise to plague him now: “Mass finance 
now takes its place, ... with mass production and 
mass distribution, as an essential of up-to-date 
business.” It is a “surprising and important fact” 
that the American workingman seems to be as good 
a credit risk as the man of property (p. 10). “It 
is interesting to speculate on what America would 
be like today without the automobile industry 
alone . . . resting on the credit of the average 
man.” (Detroit, e.g.?). Because 99% of those bor- 
rowing pay their debts “most of them are better 
off for having borrowed.” 

As a factual survey, however, the book is the best 
compilation to,appear in this field. A good descrip- 
tion, well-condensed, of each type of existing loan 
agency, from automobile finance company to pawn- 
broker, with statistics of capital, volume, rates, and 
earnings is to be found in Chapter II, along with 
several enlightening examples of individual opera- 
tors. This chapter may be read by anyone desiring 
a readily available résumé of the field, but re- 
luctant to wade through the voluminous literature 
on loan shark wickedness. If still morbidly curious 
there is a full bibliography, running from mourn- 
ful case studies to cold statistics, on page 309-847. 
Charges, costs, and profits are discussed in Chapter 
III. When the usual monthly charge is translated 
to a per annum percentage the author finds a range 
from 12% (credit unions) to 42% (personal finance 
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companies). It costs the automobile finance com- 
pany 8 cents to lend a dollar; pawnshops have 
costs among the lowest in the business since repay- 
ment is in lump-sum and storage is about the only 
expense. Loss ratios average less than 1%, although 
the figures cover only 1928. Is the business profita- 
ble? The author concludes, deliberately: “Search 
of all the available literature . . . has failed to re- 
veal... a profit that would be considered unreason- 
able in banking or manufacturing circles. Some of 
them do, however, make from two to three times as 
much as is considered a fair rate of return for a 
public utility” (p. 160). Net income for the Morris 
Plan Company for 1928 was 19.8% of its capital. 
“Ironically enough it is among the remedial loan so- 
cieties—the so-called semi-philanthropic agencies— 
that some of the highest profits . . . are revealed,” 
one association reporting a net income of 30% on 
paid-in capital for 1928 (p. 168). A table of the 
“small loan public” is presented on page 181 classi- 
fying borrowers occupationally with average in- 
come, average loan, and the agencies serving in each 
instance. While the lenders seem to do some compet- 
ing there appears to be rather definite bracketing 
of services and agencies. The author concludes that 
each market is inadequately supplied. While most 
of the personal loan departments of commercial 
banks (where charges range from 9.4-22.6%) 
proved unable to carry themselves, such banks cited 
advertising, goodwill, and new business contacts as 
justifying the outlay. When, as in some states, 
legislation is aimed at the 31,% per month com- 
panies the loan sharks reenter to meet the need. 
Credit unions may assume increasing importance al- 
though American soil is as yet not too fertile for 
such; by their nature they must remain small units. 
The last chapter, “Conclusions,” is unsatisfac- 
tory. There is an occasional approach to the under- 
lying economics of the consumer credit problem, but 
approach only. Some of the suggested techniques 
of control have merit, as e.g., a public agency to 
protect the small borrower, support sound legisla- 
tion, and conduct fact-finding surveys in the field. 
Too, the author desires state authorization of maxi- 
mum rates and proposes, not too vigorously, that 
government aid be extended credit unions. On the 
whole, however, the reader who senses the basic 
difficulties involved will lay the volume down in 
disappointment. It is no more than a remedial study 
—of remedies that anoint the symptom and neglect 
the disease. Whenever the institution of credit en- 
counters instability of earnings and uncertainty 
of going-value, losses occur. Instability is a dis- 
tinguishing characteristic of the lower income 
groups; if they are to have credit it must come 
high. Mr. Clark, however, thinks (or thought) that 
the low loss-ratios of 1928-9 denied this element, 
stating, even (p. 224), that risks in the small loan 
business lie primarily in the suddenness with which 
whimsical legislatures are likely to cut rates below 
profitable levels. 
The ninety-six pages of appendices contain thirty- 
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eight of bibliography, five tables digesting the leg- 
islation of each state, the text of the Uniform 
Small Loan Law and the Uniform Credit Unioy 
Law, seventeen pages of arithmetic for red 
various interest and repayment plans to the a» 
nual cost basis, and a proposed form for personal 
finance company reports (118 items). Cursory 
proof-reading should have detected the error on 
page 210. 
W. Bayarp Tarte 
Unio: sity of Wisconsin 


Department Store Food Service, Ina M. Hamlin 
and Arthur H. Winakor. (Urbana: Bureau of 
Business Research, University of Illinois, 1939, 
Pp. 37.) 

At the present time many department stores are 
seeking to increase sales through adding new de- 
partments. Department Store Food Service an- 
swers many questions that arise when a store con- 
siders the addition of a fountain, restaurant, or 
dining room. By means of a mail questionnaire 
information was secured in regard to the operation 
of food serving departments of sixty-two stores. 
By an analysis of the data the authors proceed 
to answer questions in respect to the reasons for 
maintaining a food service, types of service offered, 
location of food serving department, times during 
which food is served, ownership, methods of pay- 
ing employees, annual sales per seat, and profit and 
loss of the department. No evaluation, however, is 
placed upon the desirability of the various policies 
and practices listed. Neither are the data adequate 
to permit such an evaluation on the part of the 
reader. It would be worth while to push the research 
further and discover the advantages, disadvantages, 
and results secured from the various forms of food 
services offered by department stores. The study is 
well done, contains much information of practical 
value and should stimulate further research in this 
interesting field. 

E. H. Gavtr 


A Survey of a Retail Trading Area. Fred M. Jones. 
(Urbana: Bureau of Business Research, Univer- 
sity of Illinois. 1933. Pp. 32.) 


This Survey primarily presents and demonstrates 
a technique that may be used by a market center 
to determine the present limits of its trading areas. 
The technique is to check auto licenses of cars 
parked in the trading center, locate the owner 
through the state auto registration records and then 
quiz the owner in regard to his buying habits. The 
technique is demonstrated through its application 
to the Champaign-Urbana market center. The fac- 
tual material uncovered by the Survey is primarily 
of interest to people residing in this district. The 
technique, on the other hand, offers a quick and 
inexpensive method of determining market limits 
that is applicable to many market centers. “Such # 
survey will show the merchants whether or not they 
are meeting the actual needs and desires of the 
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le of their communities and will suggest ways 
in which their efforts and services may be improved 
to the mutual benefit of dealer and customer.” The 
depression has so changed consumer buying habits 
and buying motives that such surveys are highly 
desirable in many trading areas at the present time. 


E. H. Gautr 


Bopenses and Profits of Variety Chains in 1931 
Compared with 1929. M. P. MeNair. (Boston: 
Harvard Graduate School of Business Adminis- 
tration, 19383. Pp. vi, 53. $2.50.) 

“Expenses and Profits of Variety Chains in 1981 
Compared with 1929” by Malcolm P. McNair makes 
public for the first time typical margins, expenses 
and profits of variety chains. The operating results 
of thirty-three chains are classified according to 
total volume of sales, number of stores, sales per 
store, population of cities in which stores are lo- 
cated, geographic regions in which the chains oper- 
ate, rates of stockturn, changes in sales per store 
from 1929 to 1981, and changes in number of stores 
from 1929 to 1931. 

Since the bulletin is based on the operating re- 
sults of only thirty-three variety chains, the op- 
erating results of classified groups frequently re- 
sult in typical or average figures being based on the 
operating results of from seven to nine stores. Rec- 
ognition is given to this fact by presenting two 
sets of operating results in most of the tables. One 
set is percentages based on aggregate figures, and 
the other is based on medians. Additional sig- 
nificance is given the tables of operating results 
through cross classification tables that describe in 
detail the characteristics of the variety chains whose 
figures are used in each subdivision of the main 
tables. 

The comparison of operating data for 1929 and 
1981 is extremely interesting. Aggregate dollar sales 
volume is about the same for the two years since 
the sales volume from new stores added during the 
period approximately offset the decline in sales in 
the stores operating in 1929. Net profits for variety 
chains dropped from 4.84 per cent of sales in 1929 
to 1.28 per cent in 1981. The decrease in net profits 
was almost entirely caused by the increase in fixed 
charges that followed a decline in sales volume in 
individual stores. The importance of fixed charges 
in determining net profit is indicated by the fact 
that “the best results over this period were shown 
by those companies which were able either to in- 
crease their average sales per store or to avoid 
more than a small decrease in this figure.” 

One section of the bulletin is devoted to a study 
of the effects of expansion during the period of 
depression. Here the tentative conclusion is reached 
that “where a strong expansion policy was instru- 
mental in causing a sharp decline in average sales 
per store such a policy may have been unsound. 
With the continued decrease in sales in 1982, of 
course, such an expansion policy in preceding years 
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was found to have created a most acute rental 
problem.” 

Professor McNair has made excellent use of his 
material and has presented his analysis in 4 clear 
and concise form. His study is recommended to 
all who are interested in retailing. 

E. H. 


A LETTER TO THE EDITOR 

Mr. Canning’s review of my recent book, “Cause 
and Control of the Business Cycle,” contains a 
criticism of my definition of “inflation” on the 
grounds that it fails to make clear whether “value” 
refers to cost, selling price, or profit. This leads 
me to believe that Mr. Canning has missed the 
whole point of the basic theory. There is an excess 
of purchasing power in circulation during boom 
periods, not because bankers have overestimated one 
of the value conceptions mentioned by Mr. Canning, 
but because circulating demand deposits have been 
originated on the basis of assets which are not 
part of the goods-to-market stream. I see no point 
in stating a definition any more precisely than the 
use made of it warrants. To introduce the technical 
explanations suggested by Mr. Canning’s criticism 
would distract attention from the vital point, and 
probably confuse the average reader. 

It also seems appropriate to point out that the 
proof of the thesis presented is in’ three parts. 
There is first a logically consistent progression from 
accepted facts to final conclusions. This is followed 
by direct statistical evidence that the reasoning is 
sound. Finally, several indirect factual confirma- 
tions are pointed out. 

No author has a right to expect that all critics 
will view his work favorably. But in a serious pub- 
lication such as the Accountine Review one hopes 
for criticism which deals directly with the thesis 
presented. If the logic is faulty, the factual evi- 
dence inaccurate, or some other important flaw 
exists the critic should by all means point it out. 
If this is not done it is reasonable to suppose either, 
(1) that there are no vital inconsistencies, or (2) 
that the critic was incompetent and unable to dis- 
cover flaws that existed. Presumably, Mr. Canning 
is competent. It appears, then that the book presents 
a logically consistent explanation of the business 
cycle in which an able critic is unable to discover 
any important fallacies. I regret that Mr. Canning 
did not word his review so as to make this point 
more clear to your readers who form an especially 
interested group. 

E. C. Harwoop 


A REJOINDER BY PROFESSOR CANNING 


In conforming to the review editor’s suggested 
space limit for my review of Mr. C. E. Harwood’s 
Cause and Control of the Business Cycle in the 
March, 1988, issue of the Review I chose to limit 
my comments to (1) a statement of the author’s 
objective, (2) a statement of the general nature 
of the means by which he sought to reach that ob- 
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jective, (8) a statement of my considered judgment 
that he had not been wholly successful in his aims 
and (4) a comment upon his definitions of terms, 
taking the term “inflation” as a specific example. 

In his reply Mr. Harwood passes over the first 
two items in the foregoing list, but, in his third and 
fourth paragraphs, he seems to call the third item 
into question. He says, “If the logic is faulty, the 
factual evidence inaccurate, or some other flaw 
exists the critic should by all means point it out.” 
I disagree. To point out such a flaw in any useful 
way may require more space than that assigned 
for the whole review. This was a sufficient ground 
for the brevity of my comment. 

Mr. Harwood takes specific exception to my com- 
ments on his definition of “inflation.” That definition 
(pp. 49-50, his book) is, “Inflation is . . . the con- 
dition arising when the banks of the country have 
originated purchasing power in excess of that re- 
quired to represent goods produced . . . which are 
currently coming to market.” (Italics mine.) My 
criticism is suggested by a question, “What amount 
of ‘purchasing power’ (or of purchasing media) is 
appropriate to ‘represent’ goods ‘currently coming 
to market’? An amount equal to their sales yield, 
or to their total cost of production, or the bor- 
rower’s gross profit on them”? 

Leaving aside the question of whether or not 
the condition called “inflation” may exist in the 
absence of an “excess” of the purchasing power re- 
ferred to, one needs to know how great the amount 
of this purchasing power must be in order to be 
“in excess of that required to represent goods pro- 
duced which are currently coming to market.” 
Otherwise one who has knowledge of the concur- 
‘rently existing amounts of “purchasing power” and 
of “goods which are currently coming to market” 
cannot know whether or not an inflation exists 
within the meaning of the definition. My question, 
quoted above, sufficiently suggests, I think, the need 
for some explicit quantitative expression of the 
criteria whereby the presence or absence of this 
excess may be determined. The listed evaluations, 
sales yield, total cost, and gross profits, were not 
intended to be an exhaustive list. 

In his reply Mr. Harwood says “There is an ex- 
cess of purchasing power in circulation during boom 
periods . . . because circulating demand deposits 
have been originated on the basis of assets which 
are not part of the goods-to-market stream.” This, 
I submit, is a shift of ground. “Demand deposits” 

. “originated on the basis of assets which are 
not part of the goods-to-market stream” suggests 
a variable distinctly differing from that suggested 
by “purchasing power in ewcess [italics mine] of 
that required to represent goods produced which 
are currently coming to market.” Moreover, it is 
an important shift of ground. 

Let me put a case. X is a merchant who requires 
funds to meet currently maturing obligations. He 
has an inventory of goods currently coming to mar- 
ket. He also owns securities which, at current prices, 


he does not wish to sell. His banker offers him th 
choice of borrowing for thirty days at six per cent 
on his unsecured note or at five per cent on his 
note secured by bonds. X takes the latter opti 
and deposits the proceeds to his demand account 
Is this a deposit based on “assets (the collateral) 
not part of the goods-to-market stream” or is it ay 
increase of “purchasing power required to repre 
sent goods produced which are currently coming tp 
market”? Or, is this note in the hands of th 
banker an “investment type” asset? Is there or js 
there not an increment of inflation associated with 
the creation of this demand deposit? 

In writing my review for professional students 
of accounting I made this criticism of Mr. Har. 
wood’s definition advisedly. It is notorious among 
professional accountants and bank examiners that 
the legal form chosen for a debt between a banker 
and borrower is dependent upon not one, but many, 
independent variables of which the possession of 
goods currently coming to market is only one. Yet 
this legal form of such debts is the principal basis 
of classification of loans in the accounts and state- 
ments of banks. An increase of “loans on securities’ 
with respect to “other loans, discounts, and over- 
drafts” (or with respect to “investment type liabili- 
ties”) during an interval of time can be attributable 
to an abuse of power to create demand deposits but 
the mere fact of increase is not proof of such an 
abuse. 

I might concede (but do not) that there is “no 
point in stating a definition any more precisely than 
the use made of it warrants.” But my question is, 
what use is made of it? A scientific “proof” that 
is in any degree dependent upon an equivocal or 
indefinite or ambiguous definition merely raises the 
question, just what proposition is proved? 

May I call attention to a negligence on my part? 
The last sentence of the second paragraph in my 
review should read, “In periods of deflation these 
phenomena change sign.” Joun B. Cannine 


A FURTHER COMMENT BY PROFESSOR HARWOOD 

I do not want to impose on space limitations, 
but knowing that many accountants throughout the 
country have purchased the book, and that others 
may be interested, I believe that a more adequate 
reply than that in my previous letter is justified. 

Professor Canning, in his rejoinder, charges that 
the present writer has made “an important shift of 
ground” because of the statement in my first letter 
to the effect that the excess of purchasing power 
during boom periods is due to the origination of 
circulating demand deposits on the basis of assets 
which are not part of the goods-to-market stream 
In view of the fact that this aspect of the situation 
is emphasized time and again in the book, Professor 
Canning’s charge seems wholly unjustified. For & 
ample, on page 88 in connection with the basic 
diagrams there appears: 


“During the period of inflation, the banks in 
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yest the savings at their disposal and in addition 
originate an excess of purchasing media (shown in 
fow line number 1) by lending to individuals and 
others on securities and real estate; that is, invest- 
ments exceed savings.” 


and again on page 49, just preceding the definition 
which Professor Canning has criticized, the follow- 


metas has already been indicated, during periods 
of extreme prosperity, the banks of the country 
have acquired and held more assets of the invest- 
ment type than the funds at their disposal for such 
purposes have justified. It has been possible for 
the banking system to do this because it can origi- 
nate purchasing power and either buy investment- 
type assets directly therewith, or make loans based 
on such assets to individuals and others. This means, 
of course, that part of the purchasing power placed 
in circulation at such times is not balanced by goods 
coming to market during the period that the pur- 
chasing power is outstanding.” 


the next sentence in the same paragraph being the 
definition above mentioned. If, therefore, the com- 
nents in my first letter along these lines seemed to 
Professor Canning to be “an important shift of 
ground,” I can only say that reviewers for serious 
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publications should read carefully the books they 
review. 

Of course, it is true that some loans on the basis 
of securities may be used for commercial purposes. 
To the extent that customs in this respect change 
markedly during short periods of time, the statisti- 
cal verification of my logic is rendered less precise. 
However, Professor Canning would surely not sug- 
gest that the excess of investment-type assets por- 
trayed by the Index of Inflation would be substan- 
tially altered by this lack of precision. The major 
changes in the Index would remain, unless one sup- 
poses sudden alterations in banking customs to an 
extent that is quite absurd. Therefore, the statistical 
evidence conclusively supports the preceding logical 
deductions. 

Finally, I wish to suggest that although Profes- 
sor Canning insinuates that he might have pointed 
out a flaw in the logic but for space limitations, he 
has not yet done so. Why not invite him to write 
an article for your magazine describing any such 
flaw in the logical reasoning supporting the basic 
thesis? From letters received, I am sure that sev- 
eral of your readers have been unable to find such 
a flaw, and if Professor Canning is in a position to 
enlighten them in that respect, I would be glad to 
have him de so. 

E. C. Harwoop 
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UNIVERSITY NOTES 


University or Fioripa 

Mr. Fred C. Ward, instructor in account- 
ing, is returning to the department after a 
two year leave of absence, during which time 
he was employed on the staff of Haskins and 
Sells at Newark, N.J. Mr. G. T. Nunez who 
has been in charge of Mr. Ward’s work 
throughout the past two years, will leave the 
staff at the close of the semester. 


University or 


Professor A. C. Littleton’s manuscript on 
“Accounting Evolution to 1930” has been ac- 
cepted by the American Institute Publishing 
Company. Mr. Littleton is this year’s chair- 
man of the Honors Day committee of the 
University. 

The Accountancy Club, under the direction 
of Mr. Theiss, has been the most active pro- 
fessional organization on the campus this year. 
It has just completed a program of six pro- 
fessional lectures during this semester. 


InpiANA UNIVERSITY 


The name of the School of Commerce and 
Finance has been changed to “The School of 
Business Administration.” The course has 
been extended to require four years instead 
of two for completion. Graduate work leading 
to a Master of Science in Business Administra- 
tion will also be given. 


University or Kansas 


Mr. Hershel Underhill, instructor in Eco- 
nomic History, is leaving the department to 
do graduate work at Columbia. 

A study of accounting instruction offered at 
all collegiate schools of the state has been 
made by a committee of accountancy instruc- 
tors representing the various schools. 

The Kansas legislature this year passed 
several laws affecting the budgetary and ac- 
counting practices of municipalities. The cash 
basis will be required after May 1. 

Mr. Leslie T. Tupy has been admitted to 
the Order of the Coif. 

Enrolment in elementary classes in ac- 
counting has remained about the same this 
year but enrolment in advanced courses has 
nearly doubled. 


University or MoNnTANA 


The legislature has passed a law eliminating 
the experience requirement of candidates for 


the C.P.A. examination, and also contai 
a waiver clause which would admit 
employees without examination. 4 
The instituting of survey courses in 
freshman year has necessitated the redue’ 
of the amount of laboratory in the element 
course. q 
Dean Line has completed a survey of # 
cost of living of the University faculty, whig 
will be used as a basis of salary adjustm 


UnrversiTy oF PENNSYLVANIA 


At an accounting round table held by ¢ 
Wharton Alumni Institute on March 28 
24 papers were presented by Mr. Moxey @ 
“The Changing Character of the Professic 
Accountancy Engagement” and by Mr. } 
Farland on “Capital Asset Revaluations! 
Professor Moxey will lead the discussions 
one of the sessions of the Regional] Conf 
on Accounting sponsored by the Philad 
chapter of the Institute. 

Mr. Gordon and Mr. Lockwood are rev 
their text “Modern Accounting Systems.” Pre 
fessors Lockwood, Moxey, and Maxwell ha 
undertaken a study of the trend of educatio 
qualifications of certified accountants. 


University or PirrssurcH 


Professor Reitell published in April “ 
Accounting, Principles and Methods.” 


University or TENNESSEE 


Mr. Harold Read, instructor in accounti 
will do graduate work at Northwestern 
versity this summer. 

The department is making arrangen 
for co-operative employment of accounti 
students with local concerns. Two seniors am 
this year employed with the Tennessee Ea 
man Corporation at Kingsport. 


Texas AGRICULTURAL AND 
Mecuanicat CoLiecEe 


Mr. Leland, chairman of the departmenty 
presented a paper on ‘““The Reduction of Ph 
Valuations” at the March meeting of # 
Houston chapter of the N.A.C.A. Mr. Lela 
is director of publications for the chapter. — 

Senior accounting students made an i 
spection trip in April to the plants of a num® 
ber of companies, including The Texas Co 
pany, Humble Oil and Refining Company 
The Freeport Sulphur Company. 
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